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New  Approaches  to  Budgeting: 
Are  They  Worth  the  Cost? 

Malchus  L.  Watlington  and  Susan  G.  Dankel 


Picture  the  manager  or  finance  director  of  a  small- 
or  medium-sized  local  government.  His  calendar  is 
filled  with  notations  for  meetings,  deadlines  for 
budgets  and  grant  applications,  and  a  "things  to  do" 
list  that  might  include  inspecting  the  new  sewage 
outfall,  preparing  specifications  for  a  new  garbage 
packer,  and  providing  a  council  agenda. 

Then  imagine  the  manager's  frustration  when  a 
newly  elected  official  suggests  that  the  cure  for  all 
local  ills  is  the  magic  of  zero-base  budgeting.  The 
suggestion  could  just  as  well  have  been  program 
budgeting,  performance  auditing,  management  by 
objectives,  program  evaluation,  or  any  of  the  other 
techniques  in  vogue  in  "modern"  management. 

When  this  manager  or  finance  director  reads 
about  new  budget  approaches  to  see  whether  they 
can  be  useful,  he  gets  even  more  discouraged.  Most 
case  studies  in  this  area  deal  with  financing  in  large 
cities  with  sizable  staffs  and  high-priced  con- 
sultants. Also,  most  new  budgeting  approaches 
seem  to  require  complicated  computer  systems  and 
years  of  staff  training. 

This  article  is  written  for  the  perplexed  fellow 
described  above.  First,  it  provides  an  overview  of 
the  new  budgeting  approaches  and  describes  sev- 
eral management  techniques  related  to  budgeting. 
Then  it  summarizes  three  years  of  experience  with  a 
new  budget  system  in  a  medium-sized  city  —  Wil- 
mington, \orth  Carolina. 

Part  I.  New  budgeting  approaches 

Management  and  budgeting  literature  abounds 
with  descriptions  of  different  budget  systems  and 
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approaches.  The  overview  that  follows  tries  only  to 
define  the  essentials  of  the  most  important  of  these 
approaches  to  show  the  similarities  and  differences, 
and  to  discuss  the  pros  and  cons  of  each. 

Performance  budgeting 

The  basic  element  of  performance  budgeting  is 
defining  the  amount  of  work  to  be  achieved  for  the 
amount  of  money  spent.  This  involves  a  shift  in  em- 
phasis from  line-item  budgeting,  which  is  detailed 
listing  of  items  (salaries,  supplies,  equipment,  etc.) 
for  which  expenditures  are  made.  Performance 
budgeting  organizes  the  budget  by  departmental  ac- 
tivity, e.g.,  street  repair  or  water  treatment,  and  de- 
velops and  presents  performance  or  workload  meas- 
ures for  these  activities.  Line-item  or  cost  informa- 
tion is  also  present.  It  is  also  organized  by  activity 
and  accompanies  the  performance  information.  For 
example,  a  sanitation  department  requests  funds  for 
residential  refuse  collection.  The  budget  would  in- 
clude performance  indicators,  such  as  number  of 
households  to  be  serviced  per  week  and  number  of 
cubic  yards  to  be  collected  per  crew,  and  also  esti- 
mated cost  per  work  unit,  such  as  the  cost  per  cubic 
yard  collected. 

Performance  budgeting  emphasizes  efficiency. 
Unlike  the  line-item  budget,  the  performance  bud- 
get quantifies  output  in  relation  to  input.  By 
specifying  the  level  of  work  to  be  done,  the  govern- 
ing body  contracts  with  the  executive  branch, 
which,  in  turn,  agrees  to  provide  a  given  level  ot 
services  for  the  amount  budgeted.  The  executive 
may  also  use  the  budget  as  a  means  of  controlling 
the  performance  of  its  personnel  by  preparing  per- 
formance reports  that  designate  actual  accomplish- 
ments and  costs.  These  reports  would  also  list  de- 
viations from  original  budget  expectations,  thus 
monitoring  agency  activities. 
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The  emphasis  on  efficiency  is  the  chief  advantage 
of  performance  budgeting.  However,  there  are  sev- 
eral drawbacks  to  this  type  of  budgeting.  First,  for 
the  budget  to  be  realistic  and  useful,  much  pre- 
paratory work  has  to  be  done.  Departmental  ad- 
ministrators must  accumulate  workload  data  in 
order  to  prepare  estimates  and  costs.  This  requires 
analyzing  existing  activities  to  identify  performance 
and  regularly  collecting  the  workload  data  as  well  as 
cost  data.  Second,  some  governmental  operations 

Performance  budgeting  emphasizes  efficiency 
.   .   .  defining  the  amount  of  work  to  be 
achieved  for  the  amount  of  money  spent. 

are  not  suited  to  performance  measurement.  For  in- 
stance, how  would  one  specify  the  output  of  a  per- 
sonnel office  in  a  way  analogous  to  the  workload 
indicators  for  refuse  collection?  Finally,  perform- 
ance budgeting  focuses  on  activities.  It  does  not 
consider  the  purpose  of  those  activities.  Thus,  the 
activities  become  ends  in  themselves  rather  than 
means  to  accomplish  the  goals  of  the  local  govern- 
ment. 

Objectives  budgeting, 

or  management  by  objectives  (MBO) 

The  basic  element  ot  this  budget  is  the  objective 
—  stating  output  in  terms  of  goals.  Preparing  an  ob- 
jectives budget  focuses  on  the  relationship  between 
governmental  activities  and  the  attainment  of  cer- 
tain objectives.  Activities  are  analyzed  in  terms  of 
effectiveness  rather  than  efficiency  of  workload  as 
in  a  performance  budget. 

An  objectives  budget  outlines  the  departmental 
goals  and  the  cost  of  achieving  these  goals.  For 
example:  "'To  bring  200  substandard  houses  into 
compliance  with  the  minimum  housing  code  during 
FY-77  at  a  cost  of  $125,000."  This  specifies  the  ob- 
jective and  the  cost,  but  does  not  state  how  to 
achieve  the  goal.  In  contrast,  a  performance  budget 
might  specify  the  number  of  houses  to  be  inspected 
per  day  or  the  number  of  inspections  to  be  made  per 
house.  Performance  indicators  may  be  included  in 
an  objectives  budget,  but  only  as  an  indication  of 
activities  required  to  meet  the  goal. 

The  emphasis  in  the  objectives  budget  is  its  con- 
cern with  service  effectiveness.  Its  purpose  is  to  en- 
able the  governing  body  to  hold  the  executive 
branch  accountable  for  results,  thus  adding  effec- 
tiveness to  fiscal  control  and  efficiency.  In  the 
hands  of  a  skillful  manager,  the  objectives  budget 
offers  a  framework  for  managing  the  organization. 
Departmental  and  employee  performance  may  be 
judged  in  terms  of  results  (output)  rather  than  in 
terms  of  how  busy  the  employee  appears  (input). 


The  limitation  in  using  objectives  budgeting  must 
also  be  acknowledged.  The  heart  of  this  budgeting 
process  is  goal-setting,  often  a  difficult  task  for  a 
governmental  unit.  Usually  consensus  on  the  pur- 
pose of  services  is  stated  in  broad  terms.  For  exam- 
ple, the  objective  of  "providing  an  adequate  supply 
of  pure  water"  has  the  ring  of  "motherhood  and 
apple  pie"  and  few  people  would  disagree.  How- 
ever, without  further  elaboration,  local  decision- 
makers cannot  know  whether  the  water  funds  re- 
quested are  justified.  Also,  concern  with  input  ver- 
sus concern  with  output  is  likely  to  cause  tension  in 
objectives  budgeting.  How  much  legislative  and 
management  control  over  inputs  or  line-items  is  ap- 
propriate? How  much  leeway  in  line-item  transfer 
is  allowable  to  department  officials  if  program 
objectives  are  specific  and  results  are  satisfactory? 

Zero-base  budgeting  (ZBB) 

Zero-base  budgeting  involves  preparing  and 
ranking  decision  packages.  A  decision  package  con- 
sists of  a  specific  function,  such  as  refuse  collection 
or  police  patrol,  and  several  methods  of  performing 
that  function  including  the  present  method  (if 
applicable).  One  of  these  methods  is  then  recom- 
mended and  analyzed  further. 

The  program  manager  also  specifies  various 
levels  of  performance  for  the  package  and  identifies 
costs  for  these  levels,  usually  from  70  or  80  per  cent 
up  to  approximately  130  per  cent  of  the  present  per- 
formance and  funding  level. 

The  completed  decision  package  is  passed  from 
the  operating  manager  to  a  higher  level,  perhaps  a 
department  head.  All  of  the  decision  packages  are 
then  assembled  and  assigned  a  priority  or  ranking. 
The  ranked  packages  are  then  sent  on  to  the  man- 
ager and  the  governing  body,  where  the  final  rank- 
ing occurs.  In  theory  each  package  is  arrayed 
against  all  the  others  at  this  top  level,  and  the  fund- 
ing within  a  package  for  an  existing  service  can  be 
cut  back  or  eliminated  in  order  to  fund  a  higher- 
ranked  package  for  a  new  service  or  to  expand  an 
existing  service. 

The  emphasis  in  the  objectives  budget  is  its 
concern  with  service  effectiveness. 

Preparing  a  ZBB  depends  on  information  of  the 
types  described  above  for  both  performance  and  ob- 
jectives budgeting.  Once  an  objective  is  specified 
for  a  given  function,  various  means  of  reaching  it 
can  be  considered.  Then,  performance  and  cost  data 
are  used  to  determine  levels  of  effort.  Considering 
alternative  means  for  achieving  objectives  and  vari- 
ous performance  levels  for  one  alternative  is  the 
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strength  of  ZBB.  This  strength  is  contrasted  with 
"incremental  budgeting,"  in  which  attention  is  fo- 
cused only  on  requests  for  additional  funds. 

(Zero-base  budgeting)  .  .  .  essentially  begins 
at  the  lowest  management  level,  and  the 
greatest  benefit  may  be  realized  there. 

There  are  drawbacks  to  ZBB  in  a  large  organiza- 
tion in  which  hundreds  of  decision  packages  must 
be  ranked  at  the  top  level.  Evaluating  and  ranking 
dissimilar  functions  is  difficult  and  may  result  in 
arbitrary  decisions.  Sheer  volume  may  force  top- 
level  attention  to  requests  for  new  programs  or  for 
additional  funds  for  existing  programs,  thus  causing 
a  lapse  into  incremental  budgeting.  This  budgeting 
process  essentially  begins  at  the  lowest  manage- 
ment level,  and  the  greatest  benefit  may  be  realized 
there.  Preparing  decision  packages  forces  opera- 
tional managers  to  seek  alternatives,  to  consider  ef- 
fects of  cost  reductions,  and  to  develop  performance 
measures. 

Program  budgeting  (PPBS) 

When  fully  implemented,  program  budgeting 
involves  an  entire  planning  and  management  system, 
as  indicated  by  the  phrase  planning-programming 
budget  system  (PPBS).  Elements  of  the  three  bud- 
geting procedures  discussed  above  are  incorporated 
in  this  system,  but  the  emphasis  is  on  systematic 
planning  and  on  assuming  a  multiyear  perspective. 
The  basic  elements  of  PPBS  are  as  follows: 

(1)  Activities  of  various  agencies  or  subunits  of  a 
governmental  unit  are  analyzed  according  to  objec- 
tives, considering  the  goals  of  the  entire  unit. 

(2)  Activities  and  functions  that  relate  to  a  similar 
objective  or  set  of  objectives  are  grouped  into  a 
single  program  structure,  rather  than  by  customary 
organizational  or  fiscal  structures.  For  example,  all 
of  the  activities  that  a  unit  undertakes  in  the  area  of 
traffic  safety  would  form  one  program  structure, 
even  though  this  grouping  might  include  activities 
carried  out  by  the  police,  planning,  and  engineering 
departments. 

(3)  Financial  and  output  information  is  developed 
within  the  framework  of  the  program  structure.  The 
emphasis  is  not  on  performance  measurement,  al- 
though this  may  be  included,  but  on  planning  and 
analysis  of  expected  impacts  of  various  programs. 
Program  budgeting  employs  formal  analytic  tools, 
such  as  cost/benefit  analysis,  to  determine  the  best 
methods  of  achieving  goals. 

(4)  Developing  a  program  budget  includes  a  mul- 
tiyear program,  usually  five  to  eight  years,  and  a 
financial  plan.  This  multiyear  plan  displays  pro- 


gram costs  and  indicators  of  output  for  each  year  of 
the  plan.  It  integrates  capital  costs  with  program- 
operating  costs.  When  the  budget  is  prepared  each 
year,  the  approved  multiyear  plan  from  the  preced- 
ing year  serves  as  the  base  against  which  new  pro- 
gram proposals  are  considered. 

PPBS  has  several  advantages  for  local  govern- 
mental units.  As  in  the  simpler  objectives  budget, 
the  emphasis  is  on  classifying  activities  in  terms  of 
objectives;  however,  PPBS  goes  beyond  MBO  in 
extending  objectives  across  departmental  lines  to 
include  all  activities  with  similar  objectives.  This 
permits  a  better  understanding  of  the  role  of  each 
activity  in  meeting  governmental  objectives  and 
emphasizes  long-range  planning,  which  is  the  basis 
of  PPBS.  Costs  and  benefits  are  considered  not  only 
for  the  coming  year  but  also  over  the  life  of  the 
program.  In  order  to  provide  this  information,  ad- 
ministrative staff  members  must  make  formal  ana- 
lytic studies  that  evaluate  alternatives  over  several 
years. 

The  difficulties  with  PPBS  are  directly  related  to 
its  strengths.  Program  analysis  has  been  called  the 
greatest  asset  of  program  budgeting,  but  preparing 
these  studies  requires  a  large  staff  of  analysts  with 
access  to  data-processing  facilities.  Most  local  gov- 
ernmental units  do  not  have  such  resources  and  so 
must  settle  for  more  limited  analysis.  Also,  creating 
program  structures  that  cross  departmental  lines 
poses  serious  difficulties  in  recording  costs  and 
performance.  Most  governmental  units  are  not 
equipped  to  document  cost  or  performance  apart 
from  the  traditional  account,  department,  and  fund 
categories.  Finally,  as  with  MBO,  there  is  the  prob- 
lem of  identifying  objectives  for  a  governmental 
unit.  Statements  of  objectives  that  appear  to  restrict 
or  limit  the  options  of  a  governing  board  may  be 
unpopular,  but  statements  that  receive  easy  agree- 
ment may  be  too  general  to  be  of  use. 

Related  practices 

Various  other  management  techniques  are  not 
budgeting  methods  per  se  but  support  the  budget- 
ing innovations  we  have  discussed.  Three  such 
practices,  together  with  their  relation  to  budgeting, 
are  discussed  below. 

Productivity  and  efficiency  studies.  Studies  of 
government  operations  often  reveal  ways  to  reduce 
costs  and/or  improve  services.  These  studies  are 
natural  allies  with  performance  budgeting,  which 
emphasizes  maximizing  efficiency.  Applicable 
techniques  include  work  measurement  studies, 
sophisticated  analyses  that  use  operations  research, 
and  simple  reviews  of  current  procedures  using 
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"common  sense."  Information  on  productivity  im- 
provements in  a  variety  of  municipal  operations  is 
now  available  from  the  International  City  Manage- 
ment Association  and  the  National  Center  for  Pro- 
ductivity and  Quality  of  Working  Life.  Also,  the 
North  Carolina  Local  Government  Commission  is 
preparing  a  guide  for  "performance  audits,"  which 
includes  auditing  for  both  fiscal  compliance  and  ef- 
ficiency. 

Monitoring  and  evaluation.  Most  of  the  budgeting 
innovations  we  have  discussed  so  far  require  infor- 
mation on  the  quantity,  quality,  and  impact  of  gov- 
ernmental services.  The  shift  in  emphasis  from 
input  to  output  requires  systems  to  measure  and  as- 
sess that  output.  In  addition,  federal  grants,  such  as 
HUD's  Community  Development  block  grants,  re- 
quire monitoring  and  annual  reporting  on  perform- 
ance. Many  large  governmental  units  are  estab- 
lishing evaluation  functions  closely  linked  to  man- 
agement, planning,  and  budgeting.  The  City  of 
Wilmington  now  has  an  Office  of  Evaluation  that 
both  analyzes  city  programs  for  efficiency,  effec- 
tiveness, and  impact  and  monitors  compliance  with 
federal  requirements. 

Citizen  participation.  A  current  "buzz  word  in 
municipal  government  is  citizen  participation.  Pub- 
lic hearings,  advisory  committees,  and  citizen  sur- 
veys are  some  of  the  devices  by  which  governments 
seek  the  advice,  response,  and  requests  of  the 
populace.  A  budgeting  process  that  emphasizes 
output  provides  a  means  by  which  both  citizens  and 
their  representatives  can  more  readily  relate  ser- 
vices received  to  dollars  expended.  This  makes 
government  more  open  to  scrutiny  and  invites  pub- 
lic comment  on  government  operations  by  creating 
both  the  atmosphere  and  the  method  for  public  par- 
ticipation. The  City  of  Wilmington  seeks  citizen 
input  throughout  the  year  through  the  Community 
Development  Committee  (CDC),  composed  of  sev- 
enteen representatives  elected,  one  each,  from  the 
city's  neighborhood  assemblies. 

VARIOUS  ELEMENTS  of  these  new  approaches 
have  been  used  in  the  budgeting  processes  recently 
developed  in  Wilmington,  a  city  of  approximately 
51,000  people.  Some  phases  worked  well;  others 
did  not.  The  details  of  Wilmington's  progress  and 
problems  in  financial  planning  over  the  last  three 
years  are  described  below. 

Part  II.  Wilmington's 
new  budget  process 

Tlic  pages  that  follow    chronicle  the  ups   and 
downs  of  Wilmington's  efforts  over  the  past  four 


years  to  change  its  budgeting  practices  in  order  to 
assure  that  municipal  funds  were  being  spent  to 
service  functions  that  were  most  needed.  This  is  a 
story  of  both  success  and  failure.  We  hope  that  it 
will  be  helpful  to  any  other  local  government  offi- 
cials who  may  be  contemplating  a  change  in 
budgeting  techniques. 

Background 

In  1973,  when  the  story  begins,  Wilmington's 
budget  process  was  in  excellent  shape  from  an  ac- 
counting standpoint.  A  new  computer  made  it  pos- 
sible to  have  a  central  file  for  all  budget  expendi- 
tures and  revenues  except  for  capital  projects  and 
special  services. 

At  this  point  a  new  city  manager  arrived  who  was 
not  satisfied  with  continuing  services  simply  be- 
cause they  existed;  he  wanted  to  verify  needs.  On 
the  basis  of  an  organizational  development  study 
prepared  by  a  consultant,  the  manager  gained  the 
city  council's  permission  to  advertise  for  an  assis- 
tant city  manager  to  work  in  budgeting  and  opera- 
tions. The  major  justification  for  seeking  this  person 
was  the  need  to  develop  a  new  budget  process  that 
would:  (1)  facilitate  organizational  change;  (2) 
evaluate  current  services;  and  (3)  determine  the  ex- 
tent of  unmet  service  needs.  The  new  manager  was 
also  interested  in  discovering  which  segments  of 
the  population  were  not  receiving  the  services. 

The  operating  departments  were  divided  in  their 
reaction  to  this  move:  Some  department  and  divi- 
sion heads  supported  the  manager's  move;  others 
had  misgivings  because  the  new  approach  did  not 
follow  traditional  lines. 

This  latter  attitude  toward  change  was  apparent 
when  the  new  budgeting  process  was  introduced. 
Even  the  staff  departments  were  uncertain  about 
the  new  assistant  manager's  role  and  their  own  in 
the  proposed  budgeting  process.  In  previous  years  a 
budget  team  composed  of  the  personnel  and  pur- 
chasing director,  the  finance  director,  and  the  man- 
ager had  made  most  of  the  decisions  concerning  the 
city  budget.  That  year  the  manager  replaced  himself 
on  the  team  with  the  assistant  manager  during  the 
first  review  of  requests,  an  action  that  made  many 
staff  members  wonder  who  would  make  the  final 
budget  decisions.  The  manager's  explicit  delega- 
tion of  the  budget-review  function  later  that  year 
cleared  the  air,  allowing  the  new  budget  team  to 
develop  a  cooperative  and  clearly  defined  working 
relationship  before  the  1975-76  budget  was  pre- 
pared. 

The  city  council's  attitude  when  the  change  in  the 
budget  process  began  (November  1974)  was  also 
mixed.  Some  council  members  wanted  a  more  un- 
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derstandable,  council-directed  budget  process. 
Also,  the  entire  council  took  a  dim  view  of  having  to 
wait  until  June  to  become  involved  in  the  budget 
process,  then  having  only  thirty  days  to  decide  on 
questions  that  would  affect  the  city's  work  program 
for  the  whole  next  year.  Furthermore,  some  council 
members  saw  their  role  as  being  reactive  rather 
than  active  and  preferred  merely  to  review  the 
budget  after  it  had  been  presented  by  the  manager. 
The  public  was  apathetic.  If  no  major  tax  in- 
creases were  proposed  and  the  city  manager's  staff 
was  not  to  be  enlarged,  the  public  generally  had  no 
complaints  with  the  city  budget.  However,  by  1974, 
the  CDC's  (Community  Development  Committee) 
efforts  at  involving  citizens  in  the  community  de- 
velopment budget  process  had  generated  a  new  in- 
terest in  the  city's  budget. 

Implementation:  a  three-year  approach 

Year  One  (FY  1975-76):  process.  The  new  budget 
process  was  introduced  to  department  and  division 
heads  at  a  workshop  held  at  Harbour  House,  a 
state-owned  property  at  Wrights ville  Beach.  In  this 
relaxed  atmosphere,  away  from  interruptions  and 
telephone  calls,  65  departmental  and  staff  persons 
were  introduced  (in  some  cases  reintroduced)  to  the 
concept  of  setting  objectives.  The  process  as  out- 
lined at  that  meeting  required  participants  to: 

(1)  List  all  the  activities  performed  by  their  respec- 
tive divisions  or  departments; 

(2)  Group  similar  or  related  activities; 

(3)  State  the  objectives  on  which  current  activities 
were  predicated; 

(4)  Estimate  the  degree  to  which  these  objectives 
addressed  public  or  organizational  needs; 

(5)  Discover  areas  where  those  objectives  did  not 
address  perceived  needs; 

(6)  Recognize  the  extent  of  the  "gaps"  in  service  — 
that  is,  where  service  needs  were  not  being  ad- 
dressed; 

(7)  Prepare  objectives  for  the  new  fiscal  year  that 
would  address  either  the  same  level  of  needs 
then  being  addressed  or  a  greater  level,  thereby 
closing  some  of  die  gaps; 

(8)  Prepare  a  work  plan  for  accomplishing  the  ob- 
jectives; 

(9)  Indicate  the  level  of  funding  required  to  ac- 
complish each  of  the  activities  that  strategies 
were  based  on. 

For  the  rest  of  the  day  the  participants  prepared 
and  criticized  sample  objectives.  After  the  work- 
shop, the  assistant  city  manager  met  with  individual 
departments  that  were  preparing  their  first  set  of 
objectives.  The  fire  department  (which  had  pre- 
pared objectives  before),  the  police  department, 


; 


and  traffic  engineering  understood  the  concepts  in- 
volved. However,  most  departments  and  city- 
supported  agencies  had  great  difficulty  in  preparing 
objectives. 

The  council  was  also  introduced  to  a  new 
concept  in  the  budgeting  process  .   .   .  (it)  was 
asked  to  take  a  policy  decision-making  role 
rather  than  duplicating  the  administration's 
detailed  management. 

Two  consultants  conducted  a  different  type  of 
workshop  for  city  council  members  in  January.  The 
council  had  already  been  briefed  on  the  outline  of 
the  budget  process,  including  the  fact  that  depart- 
ments were  preparing  objectives. 

The  council  was  also  introduced  to  a  new  concept 
in  the  budgeting  process  —  that  they  were  to  be 
concerned  with  what  departments  intended  to  do 
as  well  as  how  they  were  going  to  do  it.  In  other 
words,  the  council  was  asked  to  take  a  policy 
decision-making  role  rather  than  duplicating  the 
administrations  detailed  management.  The  council 
members  were  receptive  to  this  new  role  and  said 
that  they  were  prepared  for  the  next  step  —  review- 
ing and  indicating  priorities  for  department  objec- 
tives. 

The  first  year's  ranking  process  was  more  compli- 
cated than  it  should  have  been.  First,  objectives 
submitted  by  city  departments  and  city-supported 
agencies  were  divided  among  five  basic  service 
areas:  (1)  public  safety,  which  included  police,  fire, 
traffic  engineering,  and  inspections;  (2)  manage- 
ment and  administrative  services,  which  included 
the  managers  office,  finance  department,  person- 
nel, and  purchasing;  (3)  human  services,  which  in- 
cluded human  relations,  services  for  the  aging,  and 
the  youth  council;  (4)  leisure-time  activities,  which 
included  parks  and  recreation  and  such  city  - 
supported  agencies  as  the  Azalea  Festival  Commit- 
tee, the  Fourth  of  July  Committee,  and  the  Arts 
Council;  and  (5)  environmental  services  and 
utilities,  which  included  most  public  works,  such  as 
public  utilities,  streets,  sanitation,  and  building 
maintenance. 

Working  individually,  the  council  members 
ranked  the  objectives  in  each  service  area.  Each  ob- 
jective received  a  numerical  rating  score,  with  "1 
being  the  highest  and  the  figure  that  represented 
the  number  of  objectives  in  each  sendee  area  being 
the  lowest  (for  example,  if  there  were  32  objectives 
within  a  service  area,  the  council  members  would 
rank  the  objectives  in  that  area  from  1  through  32). 
After  ranking  objectives  in  each  service  area,  each 
council  member  picked  a  "top  25  list  of  objecth  es 
from  all  service  areas.  The  administration  prepared 
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cumulative  scores  for  each  objective,  and  the  coun- 
cil resolved  ranking  differences  so  that  the  adminis- 
tration could  use  the  objective  scores  in  making 
funding  recommendations  in  the  departmental 
budget  hearings. 

In  February,  the  administration  held  a  public- 
hearing  for  comment  on  the  objectives  and  rank- 
ings. The  hearing  drew  a  crowd  of  over  300,  but 
poor  visual  aids  and  inadequate  prior  explanation  of 
the  meeting's  purpose  hampered  its  effectiveness, 
and  it  degenerated  into  a  "gripe  session"  about  city 
government  spending. 

After  the  hearing,  the  council  reconsidered  the 
ranking  of  objectives  at  three  work  sessions.  As 
might  have  been  expected,  the  council  gave  high 
rankings  to  objectives  proposing  necessities  and 
low  rankings  to  those  items  not  considered  to  be 
essential  to  the  basic  services  provided  by  city  gov- 
ernment. 

The  Community  Development  Committee, 
which  ranked  objectives  in  parallel  with  the  coun- 
cil, agreed  on  many  priority  items  but  disagreed  on 
recreation. 

The  original  product  of  the  council  work  sessions 
was  consensus  on  27  top  objectives  and  a  general 
guideline  that  the  overall  level  of  expenditures  for 
the  city  be  held  to  the  current  year's  level. 

The  administration  returned  the  ranked  objec- 
tives to  the  departments  to  use  in  preparing  line- 
item  budgets  and  instructed  the  departments  to  de- 
signate specific  funding  in  line  with  the  councils 
ranking.  For  the  first  time  during  informal  review 
sessions,  the  budget-review  team  had  a  basis  for  ac- 
cepting or  rejecting  budget  requests  other  than  con- 
flicting opinions  of  economy  versus  need,  and  a 
budget  was  prepared  that  closely  reflected  council 
consensus. 

The  budget  was  reviewed  by  the  city  council  in 
June  and  the  final  round  of  public  hearings  was 
smooth,  though  the  administration  failed  to  sell 
council  on  a  general  cost-of-living  salary  increase 
for  city  employees.  The  council  adopted  the  budget 
with  relatively  few  revisions  and.  with  a  few  excep- 
tions, used  the  objectives  rather  than  the  line-item 
budget  for  reference. 

Year  One:  progress.  The  first  year  of  objectives 
budgeting  was  not  without  its  small  successes: 
namely,  the  council's   involvement  early   in   the 

budgeting  process  and  its  growing  familiarity  with 
the  operation  of  city  government. 

City  departments  learned  how  to  prepare  basic 
objectives,  but  experienced  only  small  gains 
through  the  first  year  s  process.  However,  those  de- 
partments that  prepared  objectives  well  found 
favorable  council  reception,  with  less  "nitpicking" 


than  in  previous  years'  hearings.  The  public,  except 
for  the  Community  Development  Committee,  did 
not  appear  to  have  a  great  appreciation  for  the 
change  in  the  budget  process.  However,  a  few  in- 
terested groups  from  the  Chamber  of  Commerce 
and  other  civic  organizations  remarked  that  the  new- 
process  was  easier  to  use  and  understand  than  pre- 
vious budgets. 

Year  One:  problems.  Perhaps  the  greatest  prob- 
lem during  this  process  was  that  the  city  opened 
itself  up  for  public  criticism.  The  public  was 
astounded  that  everyday  services  could  be  consi- 
dered objectives.  Some  objectives  promised  low  re- 
sults, which  did  not  impress  critics.  Also,  the  tech- 
nical language  of  other  objectives  somewhat  con- 
fused both  the  council  and  the  public.  Therefore, 
the  public  tended  to  be  suspicious. 

Departments  and  divisions  gave  programs  a 
more  exacting  review  the  second  year. 

Furthermore,  the  confusion  surrounding  the  rank- 
ing process  caused  an  internal  problem.  Every  ef- 
fort was  made  to  find  a  method  for  ranking  that  did 
not  give  unfair  advantage  to  departments  that  sub- 
mitted more  objectives  than  others.  However,  the 
council's  limited  time  for  ranking  objectives  and  its 
limited  understanding  of  the  importance  of  some 
objectives  tended  to  favor  those  departments  that 
listed  the  most  objectives.  Many  departmental  per- 
sonnel felt  that  the  objectives  budget  was  anything 
but  "objective."  Finally,  the  sheer  volume  of  objec- 
tives submitted  by  departments  and  agencies  (173) 
made  the  ranking  process  hard  to  understand  and 
monitor. 

Year  Two  (FY  1976-77):  process.  The  first  objec- 
tives budget  process  was  assessed  thoroughly  by  in- 
terviewing department  and  divisional  heads;  as  a 
result,  the  second  year's  objective  process  was 
simplified  and  redirected. 

During  the  first  year,  it  was  difficult  for  a  depart- 
ment to  see  the  extent  of  community'  or  organiza- 
tional needs  that  it  was  addressing.  Department  and 
divisional  personnel  made  unstated  assumptions 
about  existing  needs,  since  there  was  not  time 
enough  to  get  a  reaction  from  residents  on  this  sub- 
ject. Then  the  council  examined  the  objective  for 
thoroughness  and  die  need  for  the  service. 

Departments  and  divisions  gave  programs  a  more 
exacting  review  the  second  year.  This  resulted  in 
more  coherent,  measurable,  and  meaningful  objec- 
tives. A  good  example  of  a  measurable  objective  is 
one  used  by  public  works'  sanitation  division:  "... 
[fjhat  refuse  is  allowed  to  accumulate  no  more  than 
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four  days  at  any  location  in  the  corporate  limits  of 
the  city." 

Council  members  injected  their  values  into  the 
objective-setting  process  during  the  second  year 
because  a  new  process  —  rating  objectives  —  was 
substituted  for  ranking  objectives.  In  a  rating 
process  objectives  are  considered  individual ly 
rather  than  in  comparison  with  all  other  objectives. 
In  Wilmington's  second-year  rating  process,  the 
council  determined  (1)  appropriateness  of  an  objec- 
tive and  (2)  whether  the  objective  would  meet  the 
stated  need  on  the  basis  of  their  belief  (or  disbelief) 
in  the  validity  of  the  need  assumption  that  accom- 
panied the  objective  and  then  rated  the  objective. 
The  four  ratings  that  an  objective  could  be  given 
were:  I  =  increased  funding;  M  =  maintenance  of 
funding  at  the  current  level;  R  =  reduced  funding; 
and  A  =  indicating  that  the  objective  should  be 
eliminated  from  consideration. 

Because  the  rating  system  entailed  decisions  on 
individual  objectives  rather  than  decisions  that  re- 
quired comparing  different  objectives,  the  council 
could  complete  the  rating  process  much  more 
quickly  than  with  the  ranking  process  of  the  previ- 
ous year. 

The  needs  assumptions  and  objectives  for  1976- 
77  were  published  in  all  three  local  newspapers. 
Copies  of  this  ad  were  used  as  the  agenda  for  the 
public  hearing  on  the  budget.  Attendance  at  the 
hearing  was  lower  (less  than  100)  than  in  the  previ- 
ous year,  but  discussion  of  budget  objectives  was 
much  more  to  the  point  than  before. 

Very  late  into  the  budget  process  (April)  the  ad- 
ministration discovered  that  a  considerable  revenue 
shortfall  would  occur  in  1976-77  because  the  con- 
tinuance of  federal  revenue-sharing  was  uncertain 
and  because  there  was  considerably  less  surplus 
available  for  appropriation  than  in  previous  years. 
The  council  and  the  administration  agreed  on  a 
major  reduction  of  personnel  and  budgets.  There- 
fore, during  the  informal  hearings,  each  department 
was  asked  to  prepare  an  "A"  level  budget  that  was 
basically  10  per  cent  less  than  its  level  of  funding 
for  the  1975-76  fiscal  year. 

The  major  problem  encountered  in  preparing  an 
"A"  budget  was  reducing  the  number  of  municipal 
employees.  Civil  service  guidelines  complicated 
reductions  in  the  police  and  fire  departments. 
However,  departments  proceeded  on  the  basis  of 
making  those  cuts  that  would  have  the  least  effect 
on  their  service  programs  in  the  coming  year.  Over 
seventy  positions  were  eliminated  a  few  days  be- 
fore the  budget  was  presented.  The  personnel  re- 
ductions, which  affected  supervisory  and  manage- 
ment personnel  as  well  as  line  personnel  in  all  de- 


partments and  divisions,  caused  a  tremendous  pub- 
lic uproar  during  the  June  hearings.  The  council 
held  its  ground  during  the  budget  hearings,  how- 
ever, and  the  layoffs  were  sustained. 

Year  Two:  progress.  Any  evidence  of  progress 
made  during  the  second  year  of  the  budget  process 
was  obscured  by  the  last-minute  personnel  reduc- 
tions. However,  the  departments  presented  meas- 
urable objectives  of  a  higher  caliber  than  those  pre- 
sented in  the  first  year.  Another  notable  gain  was  in 
the  council's  understanding  of  the  process.  The 
council  was  concerned  with  results,  and  decisions 
on  reduction  of  positions  were  preceded  by  its 
questioning  of  department  heads:  "What  difference 
will  the  loss  of  this  position  mean  in  terms  of  your 
stated  objectives?"  or  "How  will  one  position,  more 
or  less,  in  this  area  affect  your  output?" 

Year  Two:  problems.  The  major  problems  in  pre- 
paring this  second  objectives  budget  came  in  mak- 
ing personnel  reductions.  Many  departments  felt 
that  they  had  been  betrayed  since  the  departments 
were  not  all  reduced  equally.  One  incident  in  par- 
ticular, the  manager's  insistence  that  a  new  depart- 
ment (Office  of  Evaluation)  be  established  despite 
city-wide  layoffs,  generated  a  strong  negative  reac- 
tion. Departments  felt  that  they  could  get  high  rat- 
ings on  objectives  but  might  not  be  funded  suffi- 
ciently to  accomplish  their  objectives.  Many  won- 
dered if  the  departments  were  ever  going  to  realize 
"payoffs"  from  the  new  budgeting  process. 

Year  Three  (FY  1977-78):  process.  Preparation  for 
the  third  year's  objectives  budget  began  before  the 
1976-77  fiscal  year  began.  The  city  had  employed  a 
consultant  to  do  a  series  of  leadership  training 
workshops,  and  department  and  division  heads  and 
staff  members  discussed  problems  of  the  new- 
budget  process  openly  and  heatedly  during  the 
time.  Major  problems  were:  the  lack  of  overall  goals 
on  which  annual  objectives  could  be  based;  a  feel- 
ing that  the  professional  competence  of  department 
and  division  heads  was  questioned  during  the  in- 
formal hearings;  the  perception  that  the  manager's 
office  was  actively  restricting  departmental  inter- 
change with  the  city  council  on  matters  of  concern; 
the  fact  that  departments  had  no  interchange  with 
each  other  concerning  budget  requests;  and  the 
generally  voiced  sentiment  that  the  payoffs  of  the 
new  budget  process  had  not  been  as  great  as  origi- 
nally represented  to  departments. 

After  the  workshops,  the  administration  began  to 
change  elements  of  the  budget  process  in  order  to 
address  problems  that  the  administration  and  de- 
partments had  identified. 

The  first  efforts  in  the  new  budget  process  came 
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in  August  with  the  formation  of  a  planning-budget 
team  composed  of  the  assistant  city  manager,  the 
assistant  director  of  planning  (long-range  planner),  a 
community  development  planner,  and  the  cost/ 
benefit  analyst  of  the  Office  of  Evaluation.  The 
team  prepared  a  detailed  design  for  a  planning  pro- 
cess using  a  five-year  capital  and  operating  budget 
and  an  overall  statement  of  the  city  s  mission. 

The  biggest  gain  made  during  the  1977-78 
budget  preparation  process  was  in 
demonstrating  that  the  administration  was 
working  with  departments  rather  than  against 
them  in  their  budget  requests. 

When  this  plan  was  presented  to  department 
heads  at  a  staff  meeting,  it  was  criticized  for  being 
(1)  too  complex,  (2)  too  time-consuming,  and  (3)  un- 
realistic in  terms  of  expected  results  during  the  time 
allotted.  After  much  consultation,  the  design  team 
agreed  that  the  time  allowed  would  not  permit  pre- 
paring a  five-year  budget,  and  the  task  force  de- 
cided to  delay  the  project  for  one  year. 

Objectives  for  1977-78  were  prepared  at  three  al- 
ternative funding  levels:  an  increase  of  10  per  cent 
over  current  year's  funding  ("C"  level);  mainte- 
nance of  expenditures  for  the  function  at  exactly  the 
same  level  as  in  the  current  year  with  no  increase 
for  inflation  ("B"  level);  and  a  reduction  in  funding 
of  approximately  10  per  cent  under  the  current 
year's  allocation  ("A"  level).  For  each  funding  level 
a  different  result  was  projected  in  the  form  of  an 
objective.  Departments  were  also  asked  to  state  the 
consequences  of  not  funding  each  of  the  projected 
levels. 

The  presentation  of  variable  service-level  objec- 
tives (i.e.,  objectives  that  could  be  funded  at  more 
than  one  level,  each  level  yielding  a  different  re- 
sult) was  a  concept  borrowed  from  the  decision- 
package  process  of  zero-base  budgeting.  From  the 
format,  the  council  knew  the  cost  involved  and 
could  choose  the  desired  level  of  service  for  a  par- 
ticular department. 

Although  man)  departments  felt  overworked  in 
having  to  prepare  three  objectives  rather  than  one 
for  each  requested  program,  the  council  made  good 
use  of  the  information.  After  ranking  the  objectives 
individually,  the  council  met  in  three  separate 
half-day  sessions.  At  these  sessions  council  mem- 
bers reached  consensus  on  objectives  for  which 
there  was  no  clear  choice. 

The  council  found  the  new  rating  method  simple 
and  direct.  Each  objective  was  judged  on  its  own 
merits,  and  the  council  had  an  early  opportunity  to 
note  the  consequences  that  would  be  entailed  in 


reducing  or  increasing  funding  for  any  separate  ob- 
jective. 

Before  informal  administrative  hearings  on 
budget  requests,  all  department  and  division  heads 
met.  In  this  way,  the  managers  office,  personnel 
and  purchasing,  human  relations,  finance  depart- 
ment, and  planning,  among  others,  received  direct 
input  from  the  operating  departments  on  the  level 
of  funding  each  would  need.  One  request  common 
to  all  operating  departments  was  for  support  from 
data  processing.  At  the  same  time,  staff  departments 
could  spell  out  their  expectations  of  operating  de- 
partments. For  example,  the  city  manager's  office 
said  that  it  expected  operating  departments  to  par- 
ticipate in  a  five-year  capital  and  operating  budget 
process  in  the  coming  year.  This  meeting  proved  to 
be  a  high  point  of  the  budget  process:  the  inter- 
change was  open  and  energetic,  and  main  ideas 
surfaced  that  promoted  understanding  between  de- 
partments. 

Many  operating  departments  felt  that  they  had 
not  been  fairly  treated  during  informal  adminis- 
trative hearings  in  the  years  before  objectives- 
budgeting.  The  ill-feelings  generated  by  these  hear- 
ings usually  resulted  because  staff  and  operating 
departments  had  conflicting  evidence  about  justifi- 
cation of  proposed  budget  expenditures.  To  coun- 
teract this  staff/operating  polarity,  an  "impartial 
observer  from  a  department  other  than  personnel, 
finance,  or  the  manager's  office  was  present  at  each 
hearing. 

The  observer  helped  to  clear  the  air  when  dis- 
putes arose  and  acted  as  advocate  for  a  department's 
budget  or  staff,  depending  upon  his  view  of  the 
situation.  One  result  of  using  an  observer  was  that 
there  was  less  bickering.  Having  an  additional  per- 
son also  tended  to  reduce  hyperbole  in  justifying 
requests,  particularly  travel  and  training  expendi- 
tures, that  deviated  from  established  budget  limits. 

The  primary  guideline  for  the  informal  budget 
hearings  was  the  alternative  funding  and  service 
level  chosen  by  the  council  for  each  objective.  As  in 
previous  years  some  departments  openly  objected 
to  the  council  ratings  (the  primary  guidelines  for  the 
hearings),  stating  that  their  particular  projects  or 
programs  had  not  been  properly  reviewed.  How- 
ever, the  council's  rating  sheets  gave  the  adminis- 
tration a  reasonable  rationale  for  making  decisions 
on  almost  all  budget  questions  raised  in  the  infor- 
mal hearings. 

The  third-year  budget  was  presented  to  the  coun- 
cil at  the  end  of  May  1977  and  passed  without  con- 
troversy in  June.  During  the  hearings,  the  council 
used  the  objectives  budget  exclusively.  It  made  no 
requests  for  copies  of  the  line-item  budget  or  the 
personnel  budget  except  to  resolve  one  or  two  per- 
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sonnel  matters,  indicating  that  the  council  has  come 
to  trust  the  objectives  budget  for  decision-making. 
The  council  reacted  positively  to  the  budget  largely 
because  it  contained  few  surprises  and  reflected  the 
guidelines  that  had  been  set  earlier  in  the  year.  This 
reaction  was  reinforced,  no  doubt,  by  the  fact  that 
no  tax  increase  had  been  projected. 

Year  Three:  progress.  The  biggest  gain  made  dur- 
ing the  1977-78  budget  preparation  process  was  in 
demonstrating  that  the  administration  was  working 
with  departments  rather  than  against  them  in  their 
budget  requests.  The  session  in  which  staff  depart- 
ments and  operating  departments  met  to  exchange 
views  was  an  asset  in  the  process. 

Council  members  have  said  that  the  process 
simplifies  budget  decision-making  by  alerting 
them  to  policy  implications  and  budget 
choices  early  in  the  year. 

The  payoffs  for  management  also  increased  this 
year.  The  administration  feels  that  departments  are 
preparing  objectives  that  clearly  reflect  service  out- 
put levels  for  1977-78.  Intensive  monitoring  of 
progress  on  these  objectives  should  tell  us  a  great 
deal  about  the  efficiency  and  effectiveness  of  de- 
partmental operations. 

The  objectives  also  give  the  administration  a  way 
to  ask  department  heads  questions  about  the  con- 
tinued existence  of  certain  traditional  departmental 
functions.  Had  this  type  of  question  been  asked  be- 
fore we  adopted  objectives  budgeting,  it  would 
have  generated  defensive  behavior.  However,  the 
objective-setting  process  has  encouraged  many  de- 
partments to  question  themselves  and.  in  some 
cases,  to  reduce  services  that  were  once  thought  to 
be  absolutely  vital. 

Finally,  the  council  has  grown  to  appreciate  and 
rely  on  the  objective-setting  process  as  a  means  for 
putting  together  a  budget.  For  the  most  part,  council 
members  have  said  that  the  process  simplifies 
budget  decision-making  by  alerting  them  to  policy 
implications  and  budget  choices  early  in  the  year. 

Year  Three:  problems.  One  problem  that  con- 
tinues to  reduce  the  effectiveness  of  the  budget 
process  is  that  objectives  are  not,  except  in  limited 
cases,  used  by  city  departments  for  managing  their 
operations.  Many  departments  still  view  the 
objective-setting  process  as  a  "hoop"  they  must 
jump  through  before  budgets  are  prepared.  Ad- 
ministrative sections  have  had  difficulty  preparing 
objectives,  and  this  tends  to  undermine  the  process 
with  the  operating  sections.  The  latter,  therefore,  do 
not  feel  high-level  management  commitment  and 
put  a  minimum  effort  into  preparing  objectives  for 
the  budget. 


A  second  group  of  problems  in  the  budgeting 
process  is  that  the  allocation  of  funds  for  achieving 
objectives  still  parallels  the  traditional  line-item 
budget,  which  allocates  funds  by  department.  From 
the  point  of  view  of  the  operating  department,  it 
appears  that  the  administration  is  speaking  out  of 
both  sides  of  its  mouth,  emphasizing  output  in  ob- 
jectives budgeting  and  yet  still  quibbling  over  input 
in  line-items.  However,  from  the  administration 
viewpoint,  failure  to  maintain  a  parallel  system 
would  entail  a  loss  of  management  information  be- 
cause only  rarely  do  departments  assign  actual  ex- 
penditures to  objectives  throughout  the  year.  The 
data-processing  section  of  the  finance  department 
has  several  needs  that  must  be  addressed  before  an 
objectives  cost-accounting  system  can  be  prepared. 
However,  such  a  system  must  be  developed  if  de- 
partments are  to  be  held  accountable  for  achieving 
objectives  within  given  costs. 

An  often-raised  question  in  critical  discussions  on 
the  budget  process  is:  "Is  it  really  worth  the  time 
and  effort  that  has  been  spent?"  This  question  can 
be  answered  affirmatively  in  the  coming  year  only  if 
the  amount  of  time  devoted  to  preparing  objectives 
is  reduced  drastically  from  time  spent  this  y  ear.  If, 
after  several  years  of  practice,  departments  cannot 
cut  the  time  required  to  prepare  objectives  for  tradi- 
tional, ongoing  services,  there  is  a  serious  problem 
in  the  budgeting  method. 

A  problem  that  continues  to  plague  the  Wil- 
mington council  and  the  administration  is  that  there 
is  little  public  involvement  in  the  budget  process. 
The  administration  tried  to  encourage  attendance  at 
a  public  hearing  on  the  budget  in  1977-78  by  adver- 
tising the  meeting  as  "The  816,000,000  Questions." 
A  week  before  the  meeting,  local  newspapers  pub- 
lished a  list  often  issues  developed  during  the  pre- 
vious month  by  the  administration,  citizen  repre- 
sentatives of  the  Community  Development  Com- 
mittee, community  development  staff,  and  a 
member  of  the  council. 

A  problem  that  still  plagues  the  Wilmington 
council  and  the  administration  is  that  there  is 
little  public  involvement  in  the  budget 
process. 

The  meeting  was  to  have  a  "questions  and  an- 
swers" format  with  a  dialogue  between  citizens  and 
council  members.  But  only  50  or  60  citizens  other 
than  city  employees  showed  up.  Those  who  came, 
however,  said  that  they  liked  the  meeting  and  asked 
for  more. 

Many  things  —  including  lack  of  publicity,  con- 
flicting meetings,  and  poor  media  coverage  —  were 
blamed  for  the  poor  turnout.  However,  the  main  rea- 
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son  is  probably  one  common  to  most  communities 
—  citizens  are  not  interested  in  budgets  until  the  tax 
bills  come  or  until  a  service  near  and  dear  to  them  is 
cut.  The  administration  is  currently  working  with 
the  citizen-participation  staff  of  the  Community 
Development  Committee  to  see  whether  people 
can  be  brought  to  realize,  before  the  budget  is 
adopted,  that  their  lives  are  affected  by  budget  de- 
cisions. 

Conclusions 

The  Wilmington  budget  system  was  designed  to 

meet  the  needs  of  one  city  and  is  not  wed  to  any  one 
of  the  new  budget  approaches.  Rather,  it  is  a  hybrid 
of  many  systems  and  techniques. 

f  n  summary,  the  Wilmington  budget  uses  the  fol- 
lowing elements: 

1.  Objective-setting,  borrowed  from  management 
by  objectives  (MBO),  zero-base  budgeting 
(ZBB),  and  program  budgeting  (PPBS); 

2.  Decision  packages,  showing  three  or  more  levels 
of  achievement,  each  with  expenditures  esti- 
mated, borrowed  from  ZBB; 

3.  Functional  service  areas,  placing  all  divisions 
and  agencies  into  five  basic  groups,  regardless  of 
departmental  lines,  as  in  PPBS; 

4.  Allocation  of  costs  to  individual  program  objec- 
tives, as  in  PPBS; 

5.  Performance  monitoring,  as  required  in  per- 
formance budgeting; 

6.  Evaluation  and  impact  studies,  as  needed  in  ob- 
jectives budgeting; 

7.  Departmental  allocation  of  costs,  retained  from 
line-item  budgeting. 

Those  responsible  for  developing  the  budget  sys- 
tem considered,  but  decided  against,  using: 

1.  Decision-package  ranking,  as  recommended  in 
ZBB.  Ranking  objectives  proved  to  be  a  night- 
mare in  Year  One  (see  p.  5). This  aspect  of 
ZBB,  although  it  has  the  advantage  of  involving 
all  levels  of  the  bureaucracy  in  ranking  pro- 
grams, is  a  paperwork -generator  beyond  com- 
prehension. (See  Robert  Anthony's  article  listed 
in  the  references.) 

2.  Formal  program  structures.  Apart  from  a  genu- 
ine reorganization  of  city  government  along 
functional  lines,  separate  program  structures 
were  not  established. 

3.  Presentations  of  alternative  decision  packages 
found  in  ZBB. This  approach  is  too  complicated. 
It  might  he  applicable  after  departments  are 
thoroughly  comfortable  with  variable-level  ob- 
jectives. 

4.  Workload  indicators,  as  recommended  in  per- 
formance budgeting  (e.g.,  disposal  of  20,000  tons 
of  refuse  annually).  These  are  not  shown  in  the 


formal  budget  document,  but  are  being  used  by 
departments  that  do  efficiency  studies. 

IN  SUMMARY,  Wilmington  does  not  have  a  static 
budgeting  system.  The  process  is  still  undergoing 
development.  It  has  been,  and  continues  to  be,  a 
proving  ground  for  new  techniques  and  concepts, 
which  change  as  the  organization  changes  and 
grows.  The  results  in  Wilmington  have  been  mixed, 
and  this  report  has  tried  to  be  realistic  about  both 
progress  and  problems  associated  with  implement- 
ing the  new  budget  system.  For  those  who  remain 
undiscouraged  and  contemplate  a  change  in  their 
city  or  county  budget  system,  a  feasibility  checklist 
and  a  short  list  of  references  follow. 

CHECKLIST  FOR  DETERMINING  THE 

FEASIBILITY  OF  IMPLEMENTING 

A  NEW  BUDGET  SYSTEM 

1.  Does  the  governing  body  support  the  changes? 
Reasoning:  If  not,  questions  about  the  legiti- 
macy of  the  project  will  prove  damaging  from  the 
start. 

2.  Has  someone  been  designated  to  guide  the  im- 
plementation process,  even  if  this  means  con- 
tributing a  key  staff  person  to  the  project? 
Reasoning:  For  the  project  to  move  at  a  reasona- 
ble pace,  someone  has  to  view  its  success  as  his 
first  priority  objective. 

3.  Are  there  at  least  one  or  two  departments  that 
would  welcome  and  support  a  change  in  the 
existing  budget  system  (and  would  encourage 
you  when  the  going  gets  rough)? 
Reasoning:  Some  small  early  successes  are  ex- 
tremely important,  both  to  influence  those  who 
are  skeptical  of  the  change  and  to  encourage 
those  involved  in  it.  Receptive  departments  will 
try  to  make  the  process  work,  a  factor  critical  to 
success. 

4.  Do  you  now  have  a  sound,  centralized  line-item 
budget  process  in  which  all  departments  partici- 
pate? 

Reasoning:  A  new  budget  process  needs  to  have 
a  sound  foundation.  The  best  foundation  is  a 
pre-existing  budget  system,  uniformly  applied  in 
the  organization,  that  is  sound  from  an  account- 
ing standpoint. 

5.  Are  you  willing  to  devote  at  least  three  years  for 
conversion  to  the  process,  without  expecting 
earth-shaking  results? 

Reasoning:  In  the  first  few  years,  results  will  be 
largely  cosmetic;  but  as  the  organization  grows 
more  comfortable  with  the  system  and  begins  to 

(continued  <>/i  /».  45) 


10  /  Popular  Government 


Operating  Revenues  of 

North  Carolina  Municipal  Governments: 

Overview  and  Comparison  of  Electric  and  Nonelectric  Cities 

A.  John  Vogt 


Editor's  Note:  This  issue  of  Popu- 
lar Government  contains  two  articles 
on  the  operating  revenues  of  North 
Carolina  municipal  governments. 
This  article  examines  the  relative 
importance  of  different  sources  of 
operating  revenue  for  North  Carolina 
municipalities.  The  article  on  page  21 
considers  the  effect  of  municipal  size 
on  revenues  and  the  revenue  dis- 
tributions of  the  municipalities 
studied.  Both  articles  were  written  by 
A.  John  Vogt,  an  Institute  faculty 
member  whose  special  field  is  public 
finance.  Loris  Colcough,  deputy 
comptroller  of  the  City  of  Durham, 
helped  plan  the  study  for  this  article. 
Dale  H.  Ralston,  formerly  a  research 
assistant  at  the  Institute  of  Govern- 
ment and  now  assistant  town  man- 
ager in  Garner,  North  Carolina, 
helped  collect  data. 

This  article  examines  the  relative 
importance  of  different  sources  of 
"operating  revenue"  for  North 
Carolina  municipalities.  Operating 
revenue  refers  to  revenue  that  recurs 
each  year  or  is  available  to  fund  cur- 
rent expenditures.  The  property  tax 
and  the  local-option  sales  tax  are 
operating  revenues  that  recur  each 
year  with  the  available  amount  sta- 
ble, or  changing  at  a  stable  rate,  from 
year  to  sear.  Revenues  from  these 
sources  usually  fund  current  expen- 
ditures or  annually  recurring  capital 
outlays,  but  some  may  occasionally 


be  allocated  to  major  capital  projects. 
Operating  revenue  also  includes  fed- 
eral and  state  grants  that  are  available 
to  finance  current  expenditures.  Such 
grants  seldom  recur  annually  but  be- 
cause they  are  for  current  rather  than 
capital  expenditures,  this  study 
counts  them  as  operating  revenue. 
Federal  and  state  grants  received  for 
capital  projects  and  bond  and  note 
proceeds  are  not  regarded  as  operat- 
ing revenue  here. 

This  article  also  distinguishes  be- 
tween municipalities  that  own  elec- 
tric and  gas  distribution  systems 
("electric  cities")1  and  those  that  do 
not  ("nonelectric  cities")  and  com- 
pares the  distribution  of  operating 
revenue  by  source  for  these  two  types 
of  municipalities.  Operating  receipts 
exceed  costs  (including  operating  ex- 
penses, interest  on  electric-system 
debt,  and  depreciation)  for  all  or 
nearly  all  municipal  electric  utilities 
in  North  Carolina,  and  the  intent  here 
is  to  look  at  the  magnitude  of 
electric-system  net  receipts  in  rela- 
tion to  other  municipal  operating  rev- 
enue sources  and  consider  the  ef- 
fects of  such  receipts  on  the  other 
sources. 


Finally,  the  article  considers  how 
much  variation  there  is  among  North 
Carolina  municipalities  on  specific- 
operating  revenue  sources. 

Based  on  a  study  of  revenue 
sources  for  sixty-two  North  Carolina 
municipalities,  the  data  used  in  this 
article  were  taken  from  the  annual 
audit  reports,  fiscal  year  1974-75,  of 
these  municipalities. 

Municipalities  studied 

The  sixty-two  cities  were  selected 
randomly  within  seven  population 
classes  for  the  study.  Table  1  shows 
these  cities,  together  with  all  North 
Carolina  municipalities  from  which 
the  sample  was  drawn,  by  population 
class  and  type  of  municipality.2 

The  municipalities  were  selected 
by  population  class  to  assure  that 
municipalities  of  different  sizes,  par- 
ticularly cities  above  10,000  in  popu- 
lation, would  be  included  in  the 
sample.  Because  North  Carolina  has 
only  41  municipalities  with  over 
10,000  people,  if  the  sample  had 
been  selected  completely  at  random, 
probably  not  enough  of  the  larger 
municipalities  would  have  been  con- 


1.  All  North  Carolina  cities  that  have 
municipal  gas  systems  also  operate  their 
own  electric  systems.  Thus  each  ofihem 
is  both  an  electric  city  and  a  gas  city.  For 
simplicity's  sake,  however,  all  cities  with 
an  electric  and  gas  system  are  called  sim- 
ply electric  cities  in  this  article. 


2.  The  municipal  population  data  used 
in  the  study  are  estimates  of  1974  average 
pennanent  resident  population  prepared 
by  the  Office  of  State  Planning,  North 
Carolina  Department  of  Administration. 
September  12,  1975. 
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sidered.  The  study  therefore  includes 
all  North  Carolina  cities  above 
100.00(1  in  population;  all  cities  from 
50,000  to  99,999;  about  half  the  cities 
between  10.000  to  49.999;  and  only 
about  10  per  cent  of  those  with  500  to 
9,999  people.  (It  totally  excluded 
municipalities  with  fewer  than  500 
people  in  order  to  hold  down  the 
sample  size.)  This  article  will  there- 
fore more  strongly  reflect  the  reve- 
nue experiences  of  the  medium-sized 
to  larger  municipalities  than  those  of 
the  smaller  ones.  Municipalities 
were  also  selected  by  population 
class  to  permit  a  comparison  of  the 
distribution  of  revenues  by  source  for 
municipalities  of  different  size 
(which  the  next  article  does). 

Electric  and  nonelectric  munic- 
ipalities have  about  the  same  ratio  in 
the  samples  as  they  do  among  all 
North  Carolina  municipalities  above 
500  in  population.  This  is  true  for 
each  population  class  as  well  as  for 
the  sample  as  a  whole. 

Table  2  lists  the  individual  munic- 
ipalities by  population  class  and  from 
high  to  low  population  within  each 
class. 

Sources  of  operating  revenue 

The  different  sources  of  operating 
revenue  identified  and  used  in  the 
study  are  listed  below.  State-shared 
revenues  and  miscellaneous  revenue 
and  charges  are  each  subdivided  into 
specific  revenue  sources. 

Property  taxes.  These  are  taxes  on 
real  and  tangible  personal  property.3 
Most  of  the  revenue  from  this  source 
is  from  current-Near  property  taxes. 
Also  included  are  property  taxes 
levied  in  prior  years  but  collected  in 
1974-75,  penalties  and  interest  on 
property  taxes,  and  pavments  in  lieu 
of  property  taxes  made  by  public  au- 
thorities and  other  organizations. 

State-shared  revenues.  These  are 
taxes  and  revenues  collected  by  the 
state  and  shared  with  local  units. 
They  include  the: 

Lot  al-option  sales  tax.4  This  is  a  1 
per  cent  tax  levied  by  the  county  on 
the  sale  of  items  subject  to  the  state's 
3  per  cent  sales  tax.  The  state  collects 


Table  1 

North  Carolina  Electric  and  Nonelectric  Municipalities1 
by  Population  Class 
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Nonelectric 

Electric 

Population 

Municipalities 

Municipalities 

Municipalities 

Class2 

State 

Sample 

State 

Sample 

State 

Sample 

100.000  or  more 

5 

5 

5 

5 

0 

{) 

50,000-99,000 

5 

5 

2 

■i 

3 

3 

25,00049,000 

8 

4 

4 

2 

4 

0 

10,000-24.999 

23 

13 

12 

7 

11 

6 

2.500-9.999 

91 

13 

64 

10 

27 

3 

1,000-2,499 

105 

11 

91 

9 

14 

0 

500-999 

108 

11 

99 

10 

9 

1 

Total 

345 

62 

077 

4" 

68 

IT 

1.  Inactive  municipalities  are  not  included. 

2.  These  population  classes  follow  the  U.S.  Census  division  of  municipalities  bv  population.  The  2  500-9  999  class 
combines  two  census  groups,  i.e..  2.500-J.999  and  5.000-9.999.  The  North  Carolina  Local  Government  Commission 
also  uses  the  combined  2.500-9.999  in  its  "Cash  Investments  and  Tax  Collections"  report 


the  tax  and  returns  the  proceeds  quar- 
terly to  the  local  units  in  those  coun- 
ties that  impose  it. 

Intangibles  tax.b  This  tax  is  levied 
by  the  state  on  money  on  deposit  in 
banks  and  insurance  companies,  ac- 
counts receivable  in  excess  of  ac- 
counts payable,  evidences  of  debt 
owned  minus  debt  owed,  stocks,  and 
beneficial  interests  in  foreign  trusts. 
Proceeds  from  the  intangibles  tax  less 
collection  costs  are  returned  to 
localities  once  a  year  after  the  close  of 
the  fiscal  year. 

Franchise  tax.6  This  is  a  6  per  cent 
tax  levied  by  the  state  on  the  gross 
receipts  of  electric  power  and  light, 
gas.  freight  transportation,  and  tele- 
phone companies.  Half  the  franchise 
tax  revenue  resulting  from  the  sales 
by  these  companies  in  each  munici- 
pality is  shared  with  the  municipal- 
ity. The  distribution  is  made  quar- 
terly. 

Beer  and  wine  taxes.7  The  state 
levies  excise  taxes  on  beer  and  unfor- 
tified wine  and  distributes  almost 
half  the  proceeds  to  local  units  that 
authorize  the  sale  of  beer  and  wine  in 
their  jurisdictions.  The  distribution  is 
made  once  a  vear  about  November 
30. 

Gasoline  tax.8  The  state  distributes 
an  amount  equal   to   1   cent  of  the 


3.  N.C.  Gen.  Stxt.  §  105-274. 

4.  This  tax  is  authorized  bv  N.C.  Gen. 
Stat.  §§  105-463  through  -474. 


5.  This  tax  is  authorized  b\  N.C.  Gen. 
Stat.  §§  105-198  through  -217. 

6.  See  N.C.  Gen  Stat.  §5  105-116  and 
-120. 

7.  See  N.C.  Gen.  Stat.  §  105-113.86. 

8.  SeeN.C.  Gen.  Stxt.  §5  136-41.1  and 
41.2. 


state  s  9-cent  gasoline  tax  to 
municipalities  on  or  before  October  1 
each  year. 

Other  state  aid  and  grants.  Other 
than  shared  revenues,  per  se.  the 
state  makes  some  grants  and  aid 
available  to  municipalities  for  spe- 
cific operating  purposes.  They  are 
counted  here. 

Water-sewer  system  gross  receipts. 
These  result  from  charges  for  munic- 
ipal water  and  for  use  of  a  municipali- 
ty's sewer  system,  plus  fees  for  water 
or  sewer  tap-ons  and  other  minor 
water-sewer  system  service  fees.9 
Water-sewer  system  receipts  are 
shown  on  a  gross  basis;  the  charges 
reflect  total  receipts  with  no  deduc- 
tions made  for  operating  or  other  ex- 
penses. Gross  receipts  are  used  to 
show  the  total  magnitude  of  water- 
sewer  system  revenues  in  relation  to 
other  revenue  sources.  Moreover. 
many  municipal  water-sewer  systems 
are  not  self-supporting,  and  if  their 
receipts  were  shown  on  a  net  basis, 
the  study  would  show  no  revenues 
for  them. 

Electric/gas  net  receipts.10  Seventy - 
tw  o  North  Carolina  municipalities 
operate  electric  utility  distribution 
systems,  and  seven  operate  gas  dis- 


9.  Municipalities  are  authorized  to  op- 
erate water  and  sewer  systems  and  charge 
for  the  services  of  such  systems  bv  N.C. 
Gen.  Stat.  §§  160A-311  through  -314. 

10.  Municipalities  are  authorized  to 
operate  electric  and  gas  utility  systems 
and  charge  for  the  services  of  such  s\s- 
tems  under  N.C.  Gen.  Stat.  §5  160A-311 
through  -.314. 
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tribution  systems.  All  of  the 
cities  with  gas  systems  also  have 
electric  systems.  The  electric  and  gas 
municipalities  buy  power  or  gas 
wholesale  from  private  utility  com- 
panies (sometimes  from  other  electric- 
cities)  and  then  sell  it  retail  to  house- 
holds and  businesses  within  and 
sometimes  beyond  the  municipal 
boundaries.  Electric/gas  system  re- 
ceipts, unlike  water-sewer  receipts, 
are  counted  on  a  net  basis  —  that  is, 
deductions  are  made  from  gross 
electric/gas  system  receipts  for 
operating  expenses,  interest  on  elec- 
tric debt,  and  depreciation.  The  prin- 
cipal interest  of  this  study  is  not  to 
show  the  total  magnitude  of  electric/ 
gas  system  revenues  but  to  see  how- 
much  net  revenue  these  systems 
yield  and  how  this  net  revenue  com- 
pares with  general  municipal  rev- 
enue sources.  Moreover,  all  seven- 
teen of  the  study's  municipal 
electric/gas  systems  are  self- 
supporting,  and  counting  their  rev- 
enue on  a  net  basis  does  not  disre- 
gard electric/gas  system  receipts  al- 
together for  any  of  the  municipalities. 

Federal  revenue-sharing.  Federal 
revenue-sharing  funds  are  available 
to  all  general-purpose  local  govern- 
mental units  and  can  be  spent  for  any- 
governmental  function.11  Revenues 
are  distributed  to  local  units  quar- 
terly. Though  many  municipalities 
have  chosen  to  use  revenue-sharing 
for  capital  purposes,  these  funds  can 
be  used  for  operating  purposes  as 
well;  because  revenue-sharing  is  an 
annually  recurring  revenue  source,  it 
is  counted  as  an  operating  revenue  in 
this  study. 

Other  federal  aid.  Unlike  federal 
revenue-sharing,  most  revenue  from 
this  source  comes  to  municipal  units 
on  a  grant  basis.  Federal  grant 
moneys  available  to  municipalities 
for  capital  projects  are  not  counted  in 
this  study.  Only  such  money  awarded 
for  operating  needs  is  included  here. 


Table  2 

Municipalities  Included  in  Stuck 
(E  =  Electric-  City) 


11.  The  federal  revenue-sharing  law 
was  revised  and  renewed  on  January  1. 
1977.  The  original  law  prohibited  the  use 
of  revenue-sharing  funds  by  local  units  for 
certain  purposes,  e.g.,  school  operating 
expenses.  The  revised  law  allows  these 
moneys  to  be  used  by  local  units  for  any 
purposes  authorized  under  state  law.  See 
Revence  Sharing  Bulletin  IV,  No.  12 
(October  1976). 


100,000  or  more 
Charlotte 
Greensboro 
Raleigh 
Winston-Salem 
Durham 

2,500  —  9,999 
Tarboro  E 
Dunn 

Kings  Mountain  E 
Graham 
Mount  Airy 
Edenton  E 
Havelock 
Marion 
Valdese 
Fairmont 
Hudson 
Wallace 
Troy 


5(),(l(l()  —99,999 
High  Point  E 

Asheville 

Fayetteville  E 
Wilmington 
Gastonia  E1 

1.000  —2.499 
Stanley 
Elon  College 
Windsor  E 
Try  on 
Norwood 
Rose  Hill 
Snow  Hill 
Pittsboro 
Cornelius  E 
Pilot  Mountain 
Lillington 


25,000  —  49,999 
Burlington 
Greenville  E 
Goldsboro 
Kinston  E2 


500  —  999 
Banner  Elk 
Aulander 
Salemburg 
Lilesville 
Brookford 
Lawndale 
Oak  City  E 
Jamesville 
Faith 
Gibson 
Indian  Trail 


10,000  —24,999 
Jacksonville 
Lexington  E 
New  Bern  E 
Shelby  E 
Morgan  ton  E 
Lenoir 
Thomasville 
Elizabeth  City  E 
Roanoke  Rapids 
Henderson 
Reidsville 
Monroe  E 
Sanford 


'Gastonia  is  included  in  the  50,000  to  99.999  class  because  its  population  of  49,630  is  ver>  close  to  50,000  and  far 
above  that  for  the  next  largest  cits  —  Burlington  with  38,570  people. 

Kinston  is  included  in  the  25,000  to  49.999  class  because  its  population  of  24.790  is  close  to 25,000  and  well  above 
kor\  with  21,860. 


that  oi  the  next  largest  city 


Distributed  ABC  profits.  Many 
municipalities  share  in  the  profits  of 
county  ABC  stores  or  operate  their 
own  ABC  stores.  ABC  profits  equal 
the  gross  sales  of  alcoholic  beverages 
plus  miscellaneous  income  (e.g.,  in- 
vestment earnings)  minus  the  pur- 
chase cost  of  the  merchandise, 
operating  expenses,  state  taxes,  and 
rehabilitation  and  other  legally 
required  contributions.  Some  of  these 
profits  are  kept  by  the  local  ABC 
boards  as  working  capital,  but  most 
are  distributed  to  the  counties  and 
municipalities  that  operate  stores.12 

Investment  earnings.  Munic- 
ipalities can  deposit  at  interest  or 
invest  all  or  any  part  of  the  cash 
balance  of  any  fund.13  Municipalities 
usually  invest  in  bank  or  savings  and 
loan  passbook  accounts  and  certifi- 
cates of  deposit.  Money  received 
from  cashing  in  investments  is  not 
counted  as  investment  earnings  or  as 
a  revenue  at  all;  such  money  is  sim- 
ply a  transfer  from  one  asset  account 


to  another.  Investment  earnings  on 
cash  in  capital  project  funds  is  also 
not  counted  as  operating  revenues. 

Miscellaneous  revenue  and 
charges.  As  Table  3  shows,  this  cate- 
gory consists  of  many  specific  re- 
venue sources.  They  are: 

Auto  and  taxi  licenses.  This  in- 
cludes revenue  for  the  license  taxes 
that  municipalities  levy  on  resident 
motor  vehicles  and  taxicabs.14 

Privilege  licenses.  Privilege  license 
fees  are  imposed  by  municipalities 
on  businesses,  occupations,  trades,  or 
professions  except  as  restricted  by 
state  statute.15 

Building  permits.  These  are  fees 
that  municipalities  charge  for  build- 
ing, plumbing,  heating,  and  electrical 
permits.16 

Solid  icaste  fees.  Municipalities 
may  charge  fees  for  the  collection  of 
solid  waste  or  for  solid  waste  dis- 
posal.17 


12.  See  Lawrence.  Sources  oe  Rev- 
enue for  North  Carolina  Counties 
and  Cities  (Chapel  Hill:  Institute  of 
Government,  1975).  Also  see  N.C.  Gen. 
Stat.  §  18A-18. 

13.  N.C.  Gen.  Stat.  §  159-30. 


14.  N.C.  Gen.  Stat.  §  20-97;  N.C.  Gen. 
Stat.  §  160A-304  (a). 

15.  See  N.C.  Gen.  Stat.  §  160A-211 
and  Schedule  B  of  the  Revenue  Act. 
beginning  at  N.C.  Gen.  Stat.  §  105-33. 

16.  N.C.  Gen.  Stat.  5  160A-414. 

17.  See  N.C.  Gfn.  Stat.  $§  160A-311 
through  -3] 4. 
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Parking  fees.  Municipalities  may 
charge  monthly  rentals  or  hourly  me- 
tered rates  in  municipal  off-street 
parking  facilities,18  and  they  may  re- 
ceive revenue  from  parking  meters 
on  city  streets.19 

Airport  fees.  A  municipality  may 
operate  an  airport,  either  alone  or 
widi  another  local  jurisdiction,  and 
may  impose  charges  on  aircraft  that 
use  the  facility  or  rent  space  in  the 
terminal  or  other  airport  buildings.20 

Cemetery  fees.  These  revenues  in- 
clude the  prices  charged  by 
municipalities  for  grave  sites  at 
municipally  owned  cemeteries  and 
fees  for  opening  and  closing  graves 
and  maintaining  the  cemeteries.21 

Mass  transit  fees.  Municipalities 
may  operate  bus  or  mass  transit  sys- 
tems and  set  ridership  and  other  fees 
for  the  systems.22  (If  the  system  is  op- 
erated as  an  independent  public  au- 
thority,  as  in  Wilmington,  the  fees  are 
not  municipal  revenues.) 

Recreation  fees.  These  include 
admission  charges  for  municipal  rec- 
reational and  cultural  facilities  like 
swimming  pools,  golf  courses,  and 
museums  and  instructional  charges 
or  entry  fees  for  a  variety  of  munici- 
pal recreational  programs.23 

Coliseum  fees.  Municipalities  may 
operate  coliseums,  auditoriums,  and 
convention  centers  and  may  charge 
fees,  rentals,  or  concessions  for  the 
use  of  diese  facilities.24 

Special  assessments.  These  in- 
clude special  assessments  for  street- 
paving  and  curb  and  gutter  as  well  as 
for  extending  water  and  sewer 
lines.25  Although  special  assessments 
are  levied  for  capital  improvements, 
the  assessments  themselves  are  usu- 
ally paid  in  equal  annual  installments 
over  a  period  of  years.  Thus,  special 
assessments  are  counted  as  an  operat- 
ing revenue. 

Revenues  from  county.  This  in- 
cludes  all    revenues   that   munic- 


1S.  7a'..  N.C.  Gen.  Stat.  5  160A-302. 
.      N.C.  Gen.  Stat.  §  160A-301  (a). 
'-•     N  C.  Gen  St  at.  §§  63-2  through  -4. 

21.  See  N.C.  Gen.  Stat.   §§  160A-341 
ar.d  -347. 

22.  N.C.   Gen.    Stat.    §§    160A-311 
through  -314. 

23.  The  authority  of  municipalities  to 
rge  recreation  fees  is  implied  under 

N.C.  Gen.  Stat.  \  160A-353. 
24     -      N.C.  Gen.  Stat.  §  160A-4S9. 
2c     See  N.C.  Gen.  Stat.    \    160A-216. 


ipalities  receive  from  county  gov- 
ernments —  for  example,  municipal 
charges  for  outside  fire  protection  or 
for  joint  municipal-county  activities 
that  are  administered  by  the  munici- 
pality.26 

Other  revenue  and  charges.  In- 
cluded here  are  animal  taxes,  penal- 
ties for  parking  meter  violations, 
sales  and  gasoline  tax  refunds,  rev- 
enue from  die  sale  of  assets,  and  a 
wide  variety  of  other  revenue 
sources. 

Xot  counted  as  operating  revenues 
in  the  study  are  bond  and  note  pro- 
ceeds, interfund  transfers,  and  intra- 
govemmental  service  charges.  Bond 
and  note  proceeds  finance  capital 
projects  rather  than  operating  needs. 
Interfund  transfers  and  intragovem- 
mental  service  charges  represent 
transfers  of  revenue  in  one  fund  or 
account  to  another.  To  include  them 
would  result  in  double-counting.  In 
some  municipalities  expenditures 
exceeded  revenues  for  some  of  the 
municipal  funds.  When  this  hap- 
pened, fund  balance  probably  made 
up  the  difference.  However,  since 
fund  balance  is  accumulated  from  rev- 
enues received  in  previous  years,  it 
was  not  counted  as  an  operating 
revenue. 


Sources  of  data 
and  data  collection 

Fiscal  year  1974-75  was  the  most 
recent  year  for  which  revenue  data 
were  available  for  the  sixty-two 
municipalities  when  data  collection 
began.27  The  data  came  from  the 
municipalities'  1974-75  audit  reports. 
These  reports  are  prepared  annually 
at  the  end  of  each  fiscal  year  and 
summarize  the  results  of  financial 
operations  for  the  year.  The  accuracy 
and  comparability  of  data  in  these  re- 
ports are  considered  reliable  because 
the  reports  are  prepared  according  to 
uniform   standards  that  are  estab- 


lished for  governmental  audits  by  the 
accounting  profession  and  are  also 
enforced  in  North  Carolina  by  the 
Local  Government  Commission.28 

The  data  were  tabulated  in  two 
ways.  The  first  tabulation  was  the 
amount  of  revenue  per  capita  from 
each  source.  For  a  particular  munici- 
pality.  this  was  the  revenue  from 
each  source  divided  by  the  munici- 
pality's 1974  population.  The  second 
tabulation  was  the  amount  of  revenue 
from  each  source  expressed  as  a  per- 
centage of  total  operating  revenue 
from  all  sources.  For  a  particular 
municipality,  it  was  calculated  by  di- 
viding total  operating  revenue  for  the 
municipality  into  operating  revenue 
from  each  specific  source. 

Per  capita  and  percentage  operat- 
ing revenue  figures,  by  source,  for 
individual  municipalities  were  sum- 
marized into  a  single  tabulation  for 
all  62  municipalities,  tabulations  for 
electric  vis-a-vis  nonelectric  cities, 
and  tabulations  for  municipalities  of 
different  sizes.  This  was  done  by  cal- 
culating average  per  capita  and  per- 
centage distributions.  In  other  words, 
each  per  capita  or  percentage  dis- 
tribution in  Table  3  is  an  average  of 
die  individual  municipal  distributions 
for  all  62  municipalities,  the  45 
nonelectric  municipalities,  or  the  17 
electric  municipalities.  This  means, 
for  example,  that  the  per  capita  prop- 
erty tax  figure  for  all  62  munic- 
ipalities in  Table  3  was  calculated  by 
summing  the  individual  per  capita 
property  tax  amounts  for  62 
municipalities  and  then  dividing  by 
62,  instead  of  adding  up  total  prop- 
erty tax  revenue  for  all  62  munic- 
ipalities and  dividing  by  the  aggre- 
gate population  of  these  munic- 
ipalities. Similarly,  the  percentage 
property  tax  figure  for  all  62 
municipalities  in  Table  3  is  the  sum 
of  the  property  tax  percentages  for 
the  62  municipalities  divided  by  62, 
rather  than  the  sum  of  property  tax 
revenue  for  all  of  the  municipalities 
divided  by  62.  All  of  the  per  capita 


26.  Joint  municipal-county  undertak- 
ings or  services  performed  by  a  munici- 
pality on  behalf  of  a  counts'  are  authorized 
bvN.C.  Gen.  Stat.  §§  160A-160  through 
-4'65. 

27.  Data  collection  began  in  early  fall. 
1976.  and  many  of  the  1975-76  audit  re- 
ports for  the  study's  62  municipalities 
were  not  completed  and  available  then. 


28.  The  North  Carolina  Local  Govern- 
ment Commission  is  a  state  agency  that 
assists  and  supervises  local  governments 
in  North  Carolina  in  financial  matters.  See 
Stephen  N.  Dennis.  The  North 
Carolina  Local  Government  Commis- 
sion: A  Descriptive  and  Interpretive 
Analysis  (Institute  of  Government.  1976). 
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Table  3 

Sources  of  Operating  Revenue  of  62  Selected  North  Carolina  Municipalities. 

Average  Per  Capita  and  Percentage  Distributions  of  Revenue 

by  Source  and  Type  of  Municipality 

Fiscal  Year  1974-75 


All  62  Municipalities 

45  Nonelectric 

Municipalities 

17  Electric  Municipalities 

Average 

Average 

Average 

Average 

Average 

Average 

Per  Capita 

Percentage 

Per  Capita 

Percentage 

Per  Capita 

Percentage 

Revenue  Sources 

Distribution 

Distribution 

Distribution 

Distribution 

Distribution 

Distribution 

Property  taxes 

S65.73 

293% 

S70.66 

31.6  ~ 

552.66 

—  7 -  ~- 

State-shared  revenues 

42.48 

20.7 

44.25 

22.2 

37.82 

16.9 

Local-option  sales  tax 

(12.92) 

(6.2) 

(13.40) 

6.6 

1 1 1.65) 

5.1 

Intangibles  tax 

(3.22) 

i  4 

(3.51) 

1.5 

2.42 

1.1 

Franchise  tax 

(10.16) 

(5.0) 

(11.04 

56 

7.54 

34 

Beer  and  wine  taxes 

(2.19) 

1-1 

(2.15) 

1.1 

2.36 

1.1 

Gasoline  tax 

(12.53) 

(6.4) 

(12.64) 

(6.8) 

12 .22 

5-7 

Other  state  aid 

and  grants 

(1.46) 

(.6) 

1.51) 

6 

1.33 

■5 

Water-sewer  system 

gross  receipts 

47.40 

21.0 

46.51 

20.8 

49.75 

::  - 

Electric/gas  system 

net  receipts 

10.66 

4.6 

— 

— 

38.88 

17.1 

Federal  revenue-sharing 

20.01 

9.6 

20.98 

10.3 

17.43 

7.5 

Other  federal  aid 

4.81 

2.1 

5.89 

2.6 

1.96 

.9 

Distributed  ABC  profits 

4.37 

1.9 

4.90 

2.0 

2.97 

1.4 

Investment  earnings 

8.93 

3.8 

8.93 

3.8 

8.92 

3.5 

Miscellaneous  revenue/ 

charges 

15.91 

7.0 

14.75 

6.7 

18.87 

7.9 

Auto  and  taxi  licenses 

(.31) 

(.1) 

(.31) 

(.2) 

.32 

-1 

Privilege  licenses 

(1.32) 

.61 

(1.301 

■5 

1.37 

.6 

Building  permits 

(.48) 

.2 

49 

2 

.44 

.2 

Solid  waste  fees 

(1.93) 

(.9) 

(1.71) 

(.9) 

2.50 

i 

Parking  fees 

(.59) 

(.3) 

.55 

■3 

.70 

.3 

Airport  fees 

(.35) 

.1 

51 

-1 

.46 

1 

Cemetery  fees 

i.75) 

(.4) 

(.79) 

■4 

.66 

.3 

Mass  transit  fees 

(.18) 

(.1) 

(55) 

(.1) 

— 

— 

Recreation  fees 

(.95) 

(.4) 

(.50) 

2 

-  13 

9 

Coliseum  fees 

(.35) 

(.1) 

.45 

2 

: 

Special  assessments 

i  35 

? 

1 1.-34 

5 

1.38 

6 

Revenue  from  county 

(.98) 

(.4) 

(.94) 

-4 

1.07 

.5 

Other  revenue 

and  charges 

(6.37) 

(2.9) 

(5.81) 

2.7 

7.82 

3.4 

Total  from  all  sources 

S220.30 

lOO.O^c 

S216.90 

100.0<t 

S229.26 

100  aK? 

and  percentage  figures  in  Table  3  and 
the  following  tables  are  averages  of 
individual  municipal  per  capita  or 
percentage  amounts,  and  the  dis- 
tributions in  the  tables  are  average 
per  capita  or  percentage  distribu- 
tions. By  using  the  average  ot  indi- 
vidual municipal  per  capita  and  per- 
centage amounts,  Charlotte,  with 
290.590  people,  is  weighted  the  same 
as  Durham,  with  104,100  people,  and 
the  same  as  Kings  Mountain,  with 
8.860  people. 


Findings 

All  62  municipalities.  Table  3 
shows  that  the  property  tax  accounts 
for  about  30  per  cent  of  operating  rev- 
enue for  the  study's  typical  munici- 


pality. Property  taxes  are  S65.73  per 
person  on  the  average  per  capita  dis- 
tribution for  all  62  municipalities, 
which  is  29.8  per  cent  of  that  distribu- 
tion's total,  and  29.3  per  cent  of 
operating  revenue  on  the  average 
percentage  distribution  for  all 
municipalities. 

We  could  compare  the  study's  per 
capita  property  tax  amount  for  the  62 
municipalities  with  per  capita  prop- 
erty tax  figures  tor  all  North  Carolina 
municipalities  in  the  1966-67  and 
1971-72  U.S.  Census  of  Govern- 
ments. However,  the  census  calcula- 
tion weights  municipalities  accord- 
ing to  population  while  the  study's 
calculation  weights  municipalities 
the  same  regardless  ot  population. 
Per  capita  property  tax  revenue  for 
North  Carolina  municipalities   was 


S45.2S  in  the  1966-67  Census29  and 
S69.56  in  the  1971-72  Census.30  This 
compares  with  S65.73  per  capita  for 
all  62  municipalities  in  Table  3. 
Could  this  mean  that  growth  in  prop- 

29.  U.S.  Department  of  Commerce. 
Bureau  of  the  Census.  196"  Census  of 
Governments.  State  Reports.  North 
Carolina  6"  i196~i.  The  figure  for  the 
total  population  for  all  North  Carolina 
municipalities  1.91S.437  in  the  1967 
Census  of  Governments  was  as  of  1960 
and  taken  from  the  1960  U.S.  Census  of 
Population. 

30.  U.S.  Department  of  Commerce. 
Bureau  of  the  Census.  1972  Census  of 
Governments.  Government  Finances. 
Finances  of  Municipalities  and  Tow  n- 
ship  Governments  105  1972  .  The  total 
population  for  all  North  Carolina 
municipalities  2.195.46:1 '  in  the  1972 
Census  of  Governments  was  as  of  1970 
and  was  taken  from  the  1970  U.S.  Census 
of  Population. 
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erty  tax  revenue  per  capita  has 
leveled  off  and  has  actually  been  re- 
versed in  the  last  few  years?  Not  so. 
This  study's  per  capita  property  tax 
figure  is  understated  in  comparison 
with  the  corresponding  census  fig- 
ures for  two  reasons:  (1)  By  weighting 
each  municipality  the  same  regard- 
less of  size,  the  per  capita  revenue 
experiences  of  the  larger  North 
Carolina  cities  are  underrepresented 
in  the  study  in  terms  of  their  popula- 
tion. (2)  As  the  next  article  will  show, 
property  taxes  per  capita  are  higher 
for  the  state's  larger  cities  than  for  the 
smaller  cities,  towns,  and  villages.  If 
we  had  used  the  same  calculation 
method  as  the  census  used  the  per 
capita  property  tax  amount  for  the 
study's  62  municipalities  would  have 
been  S93.40.31  suggesting  acceler- 
ated reliance  on  the  property  tax  be- 
tween 1971-72  and  1974-75.  How- 
ever, the  U.S.  Census  figures  for 
1966-67  and  1971-72  are  for  all  North 
Carolina  municipalities,  while  the 
study's  results  pertain  to  only  62  of 
the  state's  municipalities.  Moreover, 
the  study's  municipalities  have  more 
representation  from  the  state's  larger 
and  medium-sized  municipalities 
than  from  the  smaller  ones. 
Since  larger  municipalities  have 
higher  per  capita  property  taxes  than 
smaller  ones,  property  taxes  per 
capita  for  the  study's  62  munic- 
ipalities should  be  greater  than  for  all 
North  Carolina  municipalities.  And 
indeed  they  are.  Property  taxes  per 
capita  for  all  North  Carolina 
municipalities  in  1974-75,  calculated 
according  to  the  census  method,  are 
S77.8432  This  represents  only  an 


31.  This  was  calculated  by  dividing 
total  1974-75  property  tax  collections  of 
5144,787,746  for  the  study's  62  cities  by 
the  total  population  for  these  cities  — 
1,550,165. 

32.  This  calculation  uses  a  total  munic- 
ipal population  figure  of  2,452,4.58  and 
total  municipal  property  tax  collections  of 
SI 90,901.076.  The  population  figure  is  an 
estimate  of  the  Office  of  State  Planning  of 
the  North  Carolina  Department  of  Admin- 
istration for  1974,  and  the  property  tax  col- 
lection figure  is  based  on  total  municipal 
property  tax  levies  of  8198,029,202  for 
1974-75.  taken  from  the  North  Carolina 
Department  of  Revenue,  Statistics  of 
Taxation  129  (1976);  and  uncollected 
1974-75  property  taxes  of  S7, 128, 126  as  of 
June  30,  1975,  taken  from  the  North 
Carolina   Local   Government   Commis- 


$8.28  per  capita  increase  in  three 
years,  which  suggests  that  growth  in 
property  tax  revenue  in  relation  to 
population  has  leveled  off  for  North 
Carolina  municipalities  in  the  mid- 
seventies. 

State-shared  revenues  make  up 
one-fifth  of  operating  revenue  for  the 
study's  typical  municipality.  On  the 
average  per  capita  distribution, 
S42.48  per  person  is  attributable  to 
this  set  of  revenues,  which  is  19.3  per 
cent  of  the  total;  on  the  average  per- 
centage distribution,  state-shared 
revenues  account  for  20.7  per  cent  of 
operating  revenue.  State-shared  rev- 
enues can  be  divided  into  two 
groups.  The  first  consists  of  the  sales, 
franchise,  and  gasoline  taxes,  each  of 
which,  on  the  distribution  for  all 
cities,  yields  S10  to  S13  per  capita 
and  5  per  cent  or  more  of  operating 
revenue.  The  second  group  consists 
of  the  intangibles,  beer,  and  wine 
taxes  and  other  state  aid  and  grants, 
each  of  which  yields  only  a  few  dol- 
lars per  capita  and  .5  to  1.5  per  cent  of 
operating  revenue. 

Water-sewer  system  gross  receipts 
account  for  slightly  more  than  one- 
fifth  of  operating  revenue  for  the 
study's  typical  municipality:  21  per 
cent  on  the  average  percentage  dis- 
tribution and  S47.40  per  person  on 
the  average  per  capita  distribution. 
Such  receipts  are  second  in  relative 
magnitude  only  to  the  property  tax. 
However,  if  such  receipts  were 
counted  on  a  net  basis  after  deduct- 
ing operating  expenses,  interest  on 
water-sewer  debt,33  and  deprecia- 
tion, the  water-sewer  systems  in  the 
stuch  would  cease  to  be  revenue 
producers.  Water-sewer  system  gross 
receipts  for  the  59  municipalities 
with  such  systems  amount  to  $72.5 
million  and  total  costs  (operating  ex- 
pensts,  interest,  and  depreciation) 
are  875. 8  million,  leaving  a  negative 


sion's  report  on  "Cash,  Investments,  and 
Tax  Collections  at  June  30.  1975" 
(Raleigh,  N.C.). 

33.  Most  revenue  and  expense  sum- 
maries for  municipal  water-sewer  systems 
deduct  operating  expenses,  depreciation, 
and  interest  on  outstanding  debt  from 
operating  receipts  to  arrive  at  net  income 
for  the  system.  See,  for  example,  the  An- 
nual Financial  Report  of  the  City  of 
Greensboro.  North  Carolina,  Fiscal 
Year  Ended  June  30,  1975,  p.  124. 


balance  of  S3.3  million.34  Of  the  59 
water-sewer  systems,  29  are  self- 
supporting  and  30  are  not. 

Of  the  study's  62  municipalities, 
only  17  have  electric/gas  systems. 
Unlike  the  water-sewer  systems,  re- 
ceipts from  the  charges  of  these  sys- 
tems are  large  enough  that,  after  de- 
ducting operating  expenses,  interest 
on  electric/gas  debt,  and  deprecia- 
tion, the  charges  on  a  net  basis  still 
yield  S10.66  per  person  on  the  aver- 
age per  capita  distribution  and  4.6 
per  cent  on  the  average  percentage 
distribution  for  all  municipalities.  On 
the  same  distributions  for  just  the  17 
electric  municipalities,  the  electric/ 
gas  system  net  receipts  amount  to 
838.88  per  capita  and  17.1  per  cent  of 
operating  revenue.  All  17  of  the  elec- 
tric systems  and  all  five  of  the  gas  sys- 
tems of  the  17  electric  municipalities 
are  self-supporting.35  Total  electric/ 
gas  system  receipts  for  these  systems 
are  S  102.1  million,  while  total  costs, 
including  operating  expenses,  inter- 
est, and  depreciation,  are  886.8  mil- 
lion, leaving  a  positive  balance  of 
815.3  million.36 

Federal  revenue-sharing  is  more 
important  as  a  revenue  source  than 
was  anticipated  when  the  study  be- 
gan. For  the  study's  typical  munici- 
pality', federal  revenue-sharing  is  the 
third  most  important  single  source  of 
operating  revenue,  after  the  property 
tax  and  water-sewer  system  gross  re- 
ceipts. Revenue-sharing  accounts  for 


■34.  These  figures  were  calculated  from 
the  revenue  and  expense  summaries  of 
water-sewer  utilities  in  the  1974-75  audit 
reports  of  the  study's  59  municipalities 
with  such  utilities.  If  principal  retirement 
on  outstanding  water-sewer  debt  is  substi- 
tuted for  depreciation  on  the  cost  side  in 
making  the  calculations,  total  water-sewer 
costs  —  including  principal  retirement, 
operating  expenses,  and  interest  on  out- 
standing debt  —  are  $74.9  million,  leaving 
a  negative  balance  of  S2.4  million  for  the 
59  systems.  Moreover,  31  of  the  systems 
are  self-supporting  and  28  are  not,  with 
retirement  of  principal  rather  than  depre- 
ciation counted  on  the  cost  side. 

35.  As  with  the  study's  water-sewer 
systems,  "self-supporting"  in  connection 
with  electric/gas  systems  means  that 
operating  receipts  exceed  operating  ex- 
penses, interest  on  outstanding  debt,  and 
depreciation. 

36.  These  figures  were  calculated  from 
the  revenue  and  expense  summaries  of 
electric/gas  utilities  in  1974-75  audit  re- 
ports. 
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$20.01  per  person  on  the  average  per 
capita  distribution  and  9.6  per  cent 
on  the  average  percentage  distribu- 
tion for  all  municipalities. 

Other  federal  aid  and  distributed 
ABC  profits  both  account  for  $4  to  $5 
per  person  and  about  2  per  cent  of 
operating  revenue  for  the  study's  typ- 
ical municipality. 

Investment  earnings  contribute 
almost  4  per  cent  of  operating 
revenue  and  $8.93  per  person  for  the 
typical  municipality.  (Interest  rates 
that  localities  were  able  to  earn  on 
their  investments  in  1974-75  were 
above  historical  rates.)37 

Miscellaneous  charges  and  reven- 
ue provide  $15.91  per  person  and  7 
per  cent  of  operating  revenue  for  the 
study's  typical  municipality. 

Electric  versus  nonelectric- 
municipalities.  Table  3  also  com- 
pares the  average  per  capita  and  per- 
centage distributions  of  operating 
revenue  for  the  study's  nonelectric 
and  electric  municipalities. 

Electric/gas  system  net  earnings 
rank  behind  only  the  property  tax  and 
water-sewer  system  gross  receipts  for 
electric  municipalities.  These  earn- 
ings are  available  to  finance  operat- 
ing expenditures  for  general  govern- 
ment activities,  though  a  significant 
portion  are  used  to  finance  capital 
improvements  for  the  electric 
utilities  themseves,  thereby  avoiding 
the  need  to  borrow  for  such  im- 
provements.. 

Property  taxes  per  capita  and  as  a 
percentage  of  operating  revenue  are 
significantly  less  for  the  study's  typi- 
cal electric  city  than  for  the  typical 
nonelectric  city.  On  the  average  per 
capita  distribution,  property  taxes  are 
$70.66  for  nonelectric  municipalities 
and  $52.66  for  electric  munic- 
ipalities; and  on  the  average  per- 
centage distribution,  they  are  31.6 
per  cent  and  22.7  per  cent,  respec- 
tively, of  operating  revenue  for  non- 
electric and  electric  munici- 
palities. This  suggests  that  the 
study's  electric  municipalities,  or  at 
least  several  of  them,  are  using  earn- 
ings from  their  electric/gas  systems  to 
hold  down  property  taxes.  Most  elec- 


tric cities  charge  for  electric  service 
at  commercial  retail  rates  —  that  is,  at 
the  same  rates  that  private  power 
companies  in  their  areas  charge  to  re- 
tail customers.  But  unlike  private 
power  companies,  the  municipal  sys- 
tems do  not  have  to  pay  federal  and 
state  taxes  or  local  property  taxes. 
This  leaves  a  positive  balance  be- 
tween receipts  from  the  retail  sale  of 
electricity  and  electric/gas  system 
costs,  and  part  of  this  balance  is  ap- 
parently transferred  as  a  contribution 
in  lieu  of  taxes  to  the  general  fund 
and  used  to  reduce  property  taxes.38 

Since  none  of  the  five  largest  North 
Carolina  cities  are  electric  cities  and 
because  per  capita  property'  taxes  are 
higher  in  these  cities  than  in  the 
other  57  cities,  the  question  arises 
whether  the  difference  between  elec- 
tric and  nonelectric  cities  in  per 
capita  property  taxes  is  due  more  to 
size  than  to  any  difference  between 
electric  and  nonelectric  cities.  How- 
ever, if  we  drop  the  five  largest  cities 
from  the  sample  and  calculate  per 
capita  property  taxes  for  the  40  re- 
maining nonelectric  cities,  the  result 
is  $66.19  per  capita  and  30.8  per  cent 
of  operating  revenue  for  the  property 
tax.  These  amounts  arc  still  well 
above  corresponding  amounts  of 
$52.66  and  22.7  per  cent  for  the  elec- 
tric cities. 

Do  the  net  revenues  that  electric/ 
gas  systems  yield  increase  or  de- 
crease reliance  by  municipalities  on 
revenue  sources  besides  the  property 
tax?  Water-seyver  system  gross  re- 
ceipts do  not  differ  significantly  be- 
tween the  electric  and  nonelectric 
cities  of  the  study.  This  suggests  that 
electric  municipalities  are  not  sub- 
sidizing water-seyver  operations  with 
electric/gas  system  net  receipts  or 
other  sources  of  revenue  —  e.g.,  the 
property  tax  —  any  more  than  the 
nonelectric  cities  are  doing  with 
strictly  general  revenue  sources. 

We  might  be  tempted  to  draw  a 
second  conclusion  —  namely,  that 
electric/gas  system  net  earnings  arc 
not  being  used  to  subsidize'  water- 
sewer  operations  in  the  study's  elec- 


37.  See  U.S.  Department  of  Com- 
merce. Bureau  of  Census.  Statistk  m 
Abstract  of  the  United  States  1976,  p. 
494. 


38.  The  findings  here  confirm  the  re- 
sults of  previous  stuck.  Sec  Strauss  cSc 
Wertz,  The  Impact  of  Municipal  Electric 
Profits  on  Local  Public  Finance.  Na- 
tional Tax  Journal  22-25  (March,  1976). 


trie  cities.  At  first  glance,  this  seems 
plausible,  since  water-sewer  gross 
receipts  per  capita  and  as  a  percen- 
tage of  operating  revenue  are  roughly 
the  same  for  the  study's  typical  elec- 
tric and  nonelectric  cities.  Moreover, 
if  a  local  unit  runs  its  electric/gas  sys- 
tem at  a  profit,  would  it  not  also  oper- 
ate its  water-sewer  system  on  a  self- 
supporting  basis?  Not  necessarily.  Of 
the  study's  17  electric  municipalities, 
all  of  which  arc  self-supporting,  only 
eight  have  self-supporting  yvater- 
sewer  systems.  And  of  the  study's 
nonelectric  municipalities,  21  have 
self-supporting  yvater-seyver  systems 
and  21  do  not  (three  do  not  operate 
water-sewer  systems).  This  fact 
suggests  that  the  water-sewer  sys- 
tems of  the  study's  electric 
municipalities,  at  least  in  relative 
terms,  are  not  any  more  self- 
supporting  than  those  of  the  nonelec- 
tric municipalities.  It  also  allows  for 
the  possibility  that  electric/gas  sys- 
tem earnings  are  being  used  to  sub- 
sidize yvater-seyver  operations  in  a 
good  many'  of  the  electric  munic- 
ipalities, perhaps  as  much  as  other 
revenues  are  used  to  subsidize 
yvater/seyver  operations  in  the 
nonelectric  cities. 

However,  the  difference  in  prop- 
erty taxes  of  electric  and  nonelectric 
municipalities  and  the  lack  of  differ- 
ence in  yvater-seyver  receipts  in  these 
cities  (see  Table  3)  suggests  —  and 
this  is  not  contradicted  by  any  under- 
lying data  —  that  electric/gas  system 
net  receipts  in  the  study's  electric 
cities  are  being  used  to  subsidize  the 
general  fund  and  hold  down  property 
taxes  more  than  they  are  being  used 
to  subsidize  yvater-seyver  operations. 

Among  the  state-shared  revenues, 
the  franchise  tax  is  notably  lower  for 
the  study's  electric  than  nonelectric 
municipalities  on  the  average  per 
capita  and  percentage  distributions 
(see  Table  3).  Nearly'  60  per  cent  of 
franchise  tax  revenue  results  from 
levies  on  the  gross  receipts  of  private 
power  and  light  companies.39  If  a 
municipality  owns  the  electric  sys- 
tem that  distributes  power  and  light 
to  its  citizens,  the  system  does  not 
pay    the  franchise  tax.   However,  to 


39.  North  Carolina  Department  of 
Revenue.  Statistics  of  Taxation.  1976, 
p.  36. 
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date,  municipal  electric  systems  in 
North  Carolina  only  distribute  elec- 
tricity .  They  have  to  buy  the  electric- 
power  wholesale  from  private  power 
companies,  and  the  franchise  tax  is 
levied  on  the  gross  receipts  resulting 
from  wholesale  purchases  of  power. 
Wholesale  electric  power  sales  are 
made  about  30  per  cent  below  retail 
sales.40  Thus,  one  would  expect 
franchise  tax  revenue  also  to  be  30 
per  cent  less  on  w  holesale  than  retail 
sales  of  power.  This  is  at  least  one 
reason  why  franchise  tax  revenue  per 
capita  and  as  a  percentage  of  operat- 
ing revenue  is  less  for  the  study  s 
electric  than  nonelectric  munic- 
ipalities. 

The  study's  electric  and  nonelec- 
tric municipalities  also  differ  in  sales 
tax  revenue  per  capita  and  as  a  per- 
centage of  operating  revenue.  The 
study's  typical  nonelectric  munici- 
palit)  receives  $1.75  more  on  the  av- 
erage per  capita  distribution  and  1.5 
percent  more  on  the  percentage  dis- 
tribution than  the  typical  electric 
municipality.  In  some  counties,  local 
sales  tax  revenue  is  divided  among 
individual  governmental  units  in 
proportion  to  the  property  tax  levy  of 
each  unit.  The  fact  that  the  study's 
electric  cities  have  lower  property 
taxes  than  the  nonelectric  cities  may 
parti)  explain  whv  sales  tax  revenue 
is  also  somewhat  lower  in  the  electric 
cities  than  in  the  nonelectric  cities. 

For  the  intangibles  tax,  the  differ- 
ence between  the  study's  electric  and 
nonelectric  municipalities  is  81.09  on 
the  average  per  capita  distributions 
and  .4  of  1  per  cent  on  the  percentage 
distributions.  These  differences  are 
not  large  in  themselves,  but  the)  are 
a  third  larger  than  the  electric  city  per 
capita  and  percentage  figures  on  the 
distributions.  Chance  variation  ma) 
account  tor  some  of  this,  but  .it  least 
one  other  factor  is  active.  Once  intan- 
gibles tax  revenue  is  returned  by  the 
state  to  a  county  area,  it  is  divided 
among  the  count)  government  and 
individual  municipal  governments  in 
proportion  to  the  propert)  taxes 
levied  by  each.41  Because  such  taxes 


are  lower  in  the  study's  electric  than 
nonelectric  municipalities,  the  intan- 
gibles tax  revenue  received  by  the 
electric  municipalities  is  also  re- 
duced. 

Table  3  indicates  no  significant  dif- 
ferences between  the  study's  electric 
and  nonelectric  municipalities  for 
beer  and  wine  taxes,  the  gasoline  tax, 
and  other  state  aid  and  grants.  State 
beer  and  wine  tax  collections  are  dis- 
tributed to  cities  and  counties  solely 
on  a  population  or  per  person  basis.42 
Three-quarters  of  gasoline  tax  rev- 
enue is  distributed  among  munic- 
ipalities on  a  population  basis  and 
one-quarter  according  to  the  number 
of  street  miles  maintained  by  a 
municipality.43  As  with  the  beer  and 
wine  tax.  the  per  person  basis  (al- 
though partial)  for  distributing  the 
gasoline  tax  accounts  for  the  very 
similar  amounts  for  electric  and 
nonelectric  municipalities  on  this 
source.  Other  state  aid  and  grants 
consist  for  the  most  part  of  categorical 
1 1 nine)  secured  by  municipalities  for 
specific  purposes,  and  whether  a 
municipality  has  its  own  electric/gas 
system  makes  little  difference  in  the 
amount  of  revenue  it  receives  from 
this  source. 

Federal  revenue-sharing  is  lower 
for  the  study's  electric  municipalities 
than  for  the  nonelectric  munici- 
palities on  both  the  average  per 
capita  and  average  percentage  dis- 
tributions. Revenue-sharing  funds 
are  distributed  to  municipalities  ac- 
cording to  a  multistaged  formula  that 
considers  population,  general  tax  ef- 
fort, adjusted  taxes,  and  per  capita  in- 
come.44 Electric/gas  system  net  re- 
ceipts are  not  counted  in  tax  effort  or 
adjusted  taxes,  and  to  the  extent  that 
these  receipts  reduce  reliance  on 
propert)  taxes  or  other  tax  sources, 
the)  tend  to  reduce  federal  revenue- 
sharing  funds  to  the  municipality. 

We  expected  a  greater  difference 
between  the  two  types  of  munic- 
ipalities on  federal  revenue-sharing. 
The  difference  is  significant  but  not 


4(1.  This  estimate  was  provided  by  the 
Director  of  Tax  Research,  North  Carolina 
Department  of  Revenue. 

41.  See  Lawrence,  op.  cit.  supra  note 
12.  at  10. 


42.  7c/.  at  8. 

43.  Id.  at  9. 

44.  Governor's  Revenue  Sharing 
Advisory  Committee,  General  Ri - 
venue  Sharing:  A  Glide  for  Local 
Governments  in  North  Carolina  1-10. 
(Institute  of  Government,  1973). 


large  —  83.55  on  the  average  per 
capita  distributions  and  2.5  per  cent 
on  the  percentage  distributions.  One 
stud)  on  the  impact  of  electric  profits 
on  municipal  finance  in  North 
Carolina  calculated  that  electric 
cities  could  increase  their  revenue- 
sharing  allotment  by  41  per  cent  if 
electric  system  profits  were  raised  in- 
stead from  property  taxes.45  But  what 
this  study's  calculation  did  not  con- 
sider was  that  not  all  municipal 
electric-system  net  receipts  are  trans- 
ferred to  the  general  fund  to  hold 
down  property  taxes  or  tax  effort.  The 
net  receipts  transferred  to  the  general 
fund  are  often  used  to  improve  ser- 
vices rather  than  hold  down  taxes, 
and  a  significant  portion  of  such  re- 
ceipts stays  in  the  electric  fund  to  fi- 
nance electric  capital  improvements 
there.  Thus,  electric  municipalities 
are  probably  reducing  tax  effort  and 
general  taxes  with  electric/gas  system 
net  earnings  less  than  the  above- 
mentioned  stud)  suggests. 

Table  3  points  to  a  major  difference 
between  the  Study's  electric  and 
nonelectric  municipalities  for  other 
federal  aid .  How  ever,  this  difference 
is  largely  due  to  municipal  size.  The 
great  bulk  of  "other  federal  aid"  for 
the  study's  62  municipalities  for 
operating  purposes  was  in  tact  re- 
ceived by  the  five  largest  cities,  none 
of  which  are  electric  municipal- 
ities. 

Table  3  also  shows  a  relatively 
large  diflerence  between  the  study's 
electric  and  nonelectric  munici- 
palities for  distributed  ABC  profits. 
But  the  difference  between  the  two 
types  of  municipalities  in  distributed 
ABC  profits  appears  to  be  due  to  fac- 
tors specific  to  ABC  operations,  loca- 
tion, and  profit-sharing  agreements 
and  have  nothing  to  do  with  the  fact 
that  some  of  the  municipalities  have 
electric/gas  utility  systems  and  others 
do  not. 

Table  3  shows  no  difference  at  all 
between  the  study's  electric  and 
nonelectric  municipalities  for  in- 
vestment earnings.  This  finding 
is  somewhat  surprising.  We  had 
thought  that  electric/gas  system  net 
receipts   would  provide  the   electric 


45.  Strauss  &  Wertz,  op.  cit.  supra  note 
38,  at  27-29. 
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cities  with  idle  cash  balances  not 

mailable  to  the  nonelectric  cities  and 
that  these  would  be  invested  to  make 
investment  earnings  relatively 
greater  in  the  electric  cities  than  in 
the  nonelectric  cities.  However,  the 
findings  do  not  support  this 
hypothesis.  One  explanation  could 
be  that  the  nonelectric  cities  have 
sources  of  investment  funds  that  the 
electric  cities  do  not  have.  This  ex- 
plantation  is  plausible  considering 
that  total  revenue  per  capita  for  the 
study's  electric  cities  is  not  much 
above  that  for  the  nonelectric  cities, 
and  property  tax  revenue  is  greater  in 
the  nonelectric  cities  than  in  the  elec- 
tric cities.  Most  property  taxes  are 
collected  in  November  and  Decem- 
ber and  are  not  fully  spent  until  the 
end  of  the  fiscal  year.  This  means  that 
a  large  portion  of  property  tax  re- 
ceipts can  be  invested  until  they  are 
needed  for  expenditure  later  in  the 
fiscal  year. 

Finally,  miscellaneous  revenue 
and  charges  are  higher  in  the  electric 
cities  than  in  nonelectric  munic- 
ipalities. Such  revenues  and  charges 
are  S  14.78  on  the  per  capita  distribu- 
tion and  6.7  per  cent  on  the  percent- 
age distribution  for  the  nonelectric 
municipalities  ami  are  S  18.87  and  7.9 
percent  on  these  distributions  for  the 
electric  municipalities.  This  differ- 
ence could  be  explained  on  the  basis 
that  because  electric  municipalities 
charge  to  cover  electric/gas  system 
costs,  they  are  more  likely  than  the 
nonelectric  cities  also  to  charge  fees 
for  other  governmental  services. 

Revenue  sources  not  common  to  all 
62  municipalities.  Several  reve- 
nue sources  in  the  study  are  not  pos- 
sessed by  all  62  municipalities. 
Electric  gas  system  net  receipts  are 
one  such  source,  and  w  e  have  already 
dealt  with  its  effects.  The  others  are 
the  local-option  sales  tax  (59  cities 
have  this  source);  beer  and  wine 
taxes  (47  had  this  source  in  1974-75); 
other  state  aid  and  grants  (31  cities 
received  such  aid  and  grants);  water- 
sewer  system  gross  receipts  (59  have 
such  systems);  other  federal  aid  (42 
municipalities);  and  ABC"  profits  (40 
had  counted  revenue  from  this  source 
in  1974-75).  Table  4  shows  the  aver- 
age per  capita  and  percentage  munic- 
ipal   amounts    for    each    of    these 


Table  4 

Averages  of  Per  Capita  and  Percentage  Municipal  Amounts 

for  Revenue  Sources  Not  Common  to  All  62  Municipalities 

Fiscal  Year  1974-75 


All 

.Nonelectric 

Electric 

Revenue  Sources 

Municipalities 

Municipalities 

Municipalities 

Local-option  sales  tax 

N  =  59 

N  =  43 

X  =  16 

Per  capita  average 

$13.57 

$14.01 

$12.38 

Percentage  average 

6.5% 

6.9% 

5.4% 

Beer  and  wine  taxes 

X  =  47 

X  =  33 

X  =  14 

Per  capita  average 

$2.91 

S2.93 

$2.86 

Percentage  average 

1.4% 

1.5% 

1.3% 

Other  state  aid  and  grants 

N  =  31 

X  =  23 

X  =  8 

Per  capita  average 

S2.92 

S2.96 

$2.83 

Percentage  average 

1.2% 

1.2% 

1,3% 

Water-sewer  system 

gross  receipts 

N  =  59 

N=  42 

X  =  17 

Per  capita  average 

S49.81 

$49.8.3 

$49.75 

Percentage  average 

21.9% 

22.0% 

21.7^ 

Other  federal  aid 

X  =  42 

X  =  32 

X  =  10 

Per  capita  average 

S7.10 

S8.28 

$3.33 

Percentage  average 

3.1% 

3.7% 

1.4% 

ABC  profits 

N=  4(1 

N=  28 

X=  12 

Per  capita  average 

■S6.78 

$7.88 

S4.21 

Percentage  average 

2.9% 

3.3% 

2,0% 

revenue    sources;    however,    onl> 

those  municipalities  that  received 
revenue  from  a  source  were  included 
in  calculating  the  average  amount  or 
percentage  for  the  source.46 

Variation  in  revenue  sources.  Ta- 
bles 3  and  4  and  the  accompanying 
comments  refer  to  the  study's  typical 
(electric  or  nonelectric)  municipality. 
These  tables  contain  averages  of  in- 
dividual municipal  per  capita  or  per- 
centage amounts  by  revenue  source. 
Another  very  important  question 
concerns  how  ninth  the  munici- 
palities vary  on  each  revenue  source. 
The  measure  of  variation  used  for  any 
revenue  source  here  is  the  average 
difference  of  individual  municipal 
scores  from  the  mean  tor  the  source. 
expressed  as  a  percentage  of  the 
mean.  This  measure  was  calculated 
for  each  revenue  source  on  the  aver- 
age per  capita  distribution  for  all  62 
municipalities  and  for  the  17  electric 
and  4.5  nonelectric  municipalities  of 
the  study.  (See  Table  5.) 

The  average  variation  among  the 


46.  In  other  words,  rather  than  an  X  of 
62,  a  reduced  N  is  used  to  calculate  the 
average  per  capita  amount  or  percentage 
for  each  source  —  40  tor  ABC  profits,  42 
for  other  federal  aid,  etc. 


municipalities  for  operating  revenue 
from  all  sources  on  the  average  per 
capita  distribution  is  26  per  cent. 
However,  it  is  twice  as  great,  rela- 
tively speaking,  for  the  study's 
nonelectric  municipalities  (31  per 
cent)  than  for  the  electric 
municipalities  (16  per  cent).  This  is 
largely  a  function  of  municipal  size. 
As  the  next  article  will  show,  total  per 
capita  operating  revenue  among  the 
municipalities  is  lowest  among  those 
with  1,000  or  fewer  people  and  high- 
est among  those  with  100. 000  or  more 
people,  and  there  are  many  more 
nonelectric  cities  in  these  two  popu- 
lation classes  than  there  are  electric 
cities.  Only  one  electric  city  is  in  ei- 
ther of  these  two  population  classes, 
while  15  of  the  45  nonelectric  cities 
are  in  either  of  the  two  classes. 

The  average  variation  among  the 
study's  municipalities  for  individual 
revenue  sources  on  the  average  per 
capita  distribution  is  relatively  low  — 
less  than  30  per  cent  for  the  gasoline 
tax  (10%),  federal  revenue-sharing 
(24%),  and  the  local-option  sales  tax 
(299c).  Table  5  shows  these  percen- 
tages in  the  distribution  for  all  62 
municipalities.  All  of  these  revenue 
sources  are  distributed  to  munic- 
ipalities partly  on  a  population  or  per 
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capita  basis,  which  contributes  to  the 
limited  variation  among  muni- 
cipalities in  the  per  capita  revenue 
received  by  each  from  these  sources. 

The  average  variation  among  the 
study's  municipalities  on  the  per 
capita  distribution  is  in  a  middle 
range  —  30  to  60  per  cent  for  the 
franchise  tax  (33  per  cent),  water- 
sewer  system  gross  receipts  i36  per 
cent),  property  taxes  (40  per  cent),  in- 
tangibles tax  1 49  per  cent),  miscel- 
laneous revenues  and  charges  (52  per 
cent),  beer  and  wine  taxes  (53  per 
cent1,  and  investment  earnings  (60 
per  cent).  Again  Table  5  shows  these 
percentages  in  the  distribution  for  all 
62  municipalities. 

Average  variation  for  the  franchise 
tax  is  somewhat  low  because  all  62 
municipalities  are  served  by  corpora- 
tions subject  to  the  tax.  and  the  busi- 
ness conducted  and  gross  receipts  re- 
ceived by  these  companies  is  partly  a 
function  of  municipal  population. 

The  average  variation  in  municipal 
water-sewer  system  gross  receipts  is 
in  a  low  to  middle  percentage  range 
partly  because  59  of  the  62  munic- 
ipalities have  this  source  of  revenue. 
Also,  many  of  these  municipalities  try 
to  set  water-sewer  rates  so  that  sys- 
tem charges  or  receipts  roughly 
match  costs.  In  the  ones  that  do  not 
make  this  effort,  water-sewer  system 
receipts  diverge  significantly  above 
or  below  costs. 

Variation  among  the  study's 
municipalities  on  the  property  tax  is 
partly  due  to  the  differences  between 
electric  and  nonelectric  munici- 
palities for  this  source.  It  is  also  a 
function  of  size,  with  larger 
municipalities  receiving  more  prop- 
erty tax  revenue  per  capita  than  smal- 
ler ones. 

Variation  among  the  study's  munic- 
ipalities on  per  capita  intangibles  tax 
revenue  occurs  because  the  basis  of 
the  intangibles  tax  —  stocks,  bonds, 
etc.  —  varies  widely  among  counties, 
and  the  state  returns  about  three- 
quarters  of  these  revenues  to  the 
county   of  collection.47  The   other 


Table  5 

Percentage  Variation  from  Average  Per  Capita  Mean 

for  Each  Revenue  Source 

All  62  Municipalities  and  Nonelectric  and  Electric  Municipalities 


All  62 

45  Nonelectric 

IT  Electric 

Revenue  Sources 

Municipalities 

Municipalities 

Municipalities 

Property  taxes 

40% 

44% 

28% 

State-shared  revenues 

Local-option  sales  tax 

29 

29 

27 

Intangibles  tax 

49 

51 

30 

Franchise  tax 

33 

26 

43 

Beer  and  wine  tax 

53 

59 

39 

Gasoline  tax 

10 

11 

8 

Other  state  aid  grants 

102 

114 

1.34 

Water-sewer  system 

gross  receipts 

36 

39 

30 

Electric/gas  system 

net  receipts 

146 

— 

47 

Federal  revenue-sharing 

24 

25 

27 

Other  federal  aid 

96 

94 

90 

ABC  profits 

U2 

112 

106 

Investment  earnings 

60 

64 

51 

Miscellaneous 

revenue/charges 

52 

55 

43 

Percentage  variation,  total 

per  capita  from  all  sources 

26% 

31% 

16% 

47.  Lawrence,  op.  cit.  supra  note  12, 
at  10;  and  North  Carolina  Department 
of  Revenue,  Distribution  Report  of 
Intangible  Personal  Property  Tax 
Collections,  for  Fisi  \l  Year  Ending 
June  30.  1975. 


quarter  of  intangibles  tax  rexenue  — 
that  from  money  on  deposit  in  banks 
and  insurance  companies  —  is  distri- 
buted among  county  areas  on  a  popu- 
lation basis,48  which  holds  down 
variation  among  municipalities  in  per 
capita  revenue  for  this  source. 

Variation  among  the  study's 
municipalities  for  miscellaneous 
revenue  and  charges  and  investment 
earnings  is  partly  due  to  size,  with 
larger  municipalities  making  greater 
use  of  these  sources,  on  a  per  capita 
basis,  than  smaller  municipalities. 
However,  such  variation  also  results 
from  the  fact  that  some  of  the 
municipalities,  regardless  of  size, 
make  great  efforts  to  put  these 
sources  to  work  for  them. 

Variation  among  the  municipalities 
for  beer  and  wine  taxes  in  Table  5  is 
much  higher  than  would  be  ex- 
pected, because  state  revenue  from 
this  source  is  distributed  to  localities 
that  sell  beer  and  wine  solely  on  a  per 
capita  basis.  However,  the  variation 
percentages  for  this  source  in  Table  5 
were  calculated  with  an  X  of  62.  Only 
47  of  the  62  municipalities  had  beer 


48.  Id. 


and  wine  revenue  in  1974-75;  when 
X  is  reduced  to  this  number,  the  vari- 
ation percentages  in  Table  5  for  this 
source  drop  to  9  per  cent  for  all  cities. 
1 1  per  cent  for  the  nonelectric  cities, 
and  3  per  cent  for  electric  cities. 

Variation  among  the  municipalities 
on  the  average  per  capita  distribution 
is  very  high  for  other  federal  aid  (96 
per  cent),  other  state  aid  and  grants 
(102  per  cent),  ABC  profits  (112  per 
cent),  and  electric  gas  net  receipts 
1 146  per  cent).  Again,  these  percen- 
tages are  taken  from  the  all-cities  col- 
umn of  Table  5.  Much  of  the  variation 
among  the  municipal  per  capita 
amounts  on  each  of  these  sources  re- 
sults from  the  fact  that  not  all  of  the 
municipalities  had  these  sources. 
Another  reason  for  variation  among 
municipalities  in  distributed  ABC 
profits  is  that  some  of  the  ABC  sys- 
tems in  the  cities  studied  make  un- 
usually large  profits.  High  variation 
for  other  federal  aid  and  for  other 
state  aid  and  grants  arises  partly  be- 
cause these  revenue  sources  are  not 
stable  recurring  sources.  Size  is  also  a 
contributing  factor;  the  largest  cities 
are  able  to  secure  much  more  state 
and  particularly  federal  aid  than  the 
smaller  municipalities.  □ 
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Operating  Revenues  of  North 
Carolina  Municipal  Governments: 

Effect  of  Municipal  Size 

A.  John  Vogt 


With  a  population  of  290,590,  Char- 
lotte does  not  have  the  same  distribu- 
tion of  revenues  by  source  as  either 
Gastonia  (population  49,630)  or 
Goldsboro  (population  29,160),  and 
neither  Gastonia  nor  Goldsboro  has 
the  same  distribution  of  revenues  as 
Tarboro  (population  9,850)  or  Brook- 
ford  (population  630). J  This  article 
looks  at  operating  revenues  in  North 
Carolina  municipalities  of  different 
size.  It  compares  the  distribution  of 
revenues  by  source  in  very  small 
towns  with  distribution  of  revenues 
in  medium-sized  municipalities  and 
in  the  state's  largest  cities.  The  article 
also  considers  whether  individual  rev- 
enue sources  grow  or  diminish  in  rel- 
ative importance  as  municipal  size 
increases  and  examines  what  size- 
related  and  other  factors  contribute  to 
variation  among  municipalities  in  the 
importance  of  specific  sources. 

This  article  is  a  follow-up  to  the  ar- 
ticle on  page  1 1  and  is  based  on  the 


The  author  is  an  Institute  faculty 
member  who  specializes  in  public  fi- 
nance. See  his  article  comparing  the 
operating  revenues  of  North  Carolina 
electric  and  nonelectric  cities,  which  ap- 
pears on  page  11. 

1.  The  population  figures  for  these 
municipalities  are  taken  from  Population 
Estimates  for  North  Carolina  Coun- 
ties and  Municipalities:  1974  Average 
Permanent  Resident  Population  (Of- 
fice of  State  Planning,  North  Carolina  De- 
partment of  Administration,  1975). 


same  study  of  operating  revenue  in 
62  North  Carolina  municipalities. 
Operating  revenues  refer  to  revenues 
that  recur  each  year  or  can  be  used  to 
fund  current  expenditures.  The 
municipalities  included  in  the  study 
differ  in  size,  and  they  are  divided 
among  seven  municipal  population 
classes,  ranging  from  500-999  to 
100,000  or  more  in  population.  The 
manner  in  which  the  62  munici- 
palities were  selected,  the  definitions 
of  revenue  sources,  and  the  methods 
used  in  the  study  are  explained  in  the 
preceding  article.2 

Note  on  data  tabulation 

The  principal  data  for  the  article 
are  presented  in  Tables  1  and  2. 
Table  1  contains  the  average  per 
capita  distributions  of  revenues  by 
source  for  the  seven  municipal  popu- 
lation classes.  Each  per  capita  dis- 
tribution in  Table  1  is  an  average  of 
the  individual  municipal  distribu- 
tions of  the  cities  and  towns  in  that 
class.  Table  2  presents  the  average 
percentage  distributions  of  revenues 
by  source  for  the  seven  municipal 
population  classes,  and  each  percen- 
tage distribution  is  an  average  of  the 
individual  municipal  distributions 
for  the  municipalities  in  a  particular 
class.  One  effect  of  this  method  of 
tabulation   is  that  the  study's  indi- 


vidual municipalities  are   weighted 
the  same  regardless  of  population. 


Revenue  distribution  in 
municipalities  of  different  size 

This  section  focuses  on  the  study's 
seven  municipal  population  classes 
and  comments  on  the  major  features 
of  the  revenue  distribution  for  each 
class. 

Municipalities  with  500  to  999 
people.  North  Carolina  has  108 
municipalities  with  500  to  999  peo- 
ple, and  they  have  a  combined  popu- 
lation of  75,800. 3 

A  key  feature  of  the  average  rev- 
enue distribution  for  the  study's  1 1 
municipalities  in  this  class  is  the  im- 
portance of  state-shared  revenues. 
Such  revenues  are  the  largest  rev- 
enue source  for  the  class,  accounting 
for  30.1  per  cent  of  operating  rev- 
enue on  the  average  percentage  dis- 
tribution and  $34.87  on  the  average 
per  capita  distribution.  This  suggests 
that  state-shared  revenues  serve  as  an 
initial  or  start-up  source  of  revenue 
for  very  small  towns.  The  state  distri- 
butes the  sales,  intangibles,  franchise, 
and  gasoline  taxes  to  a  municipality 


2.  See  pp.  11-15  of  this  issue 


3.  Population  Estimates  for  North 
Carolina  Counties  and  Municipalities. 
and  North  Carolina  League  of 
Municipalities.  1975-76  Directory  of 
North  Carolina  Municipal  Officials 
77-79  (Raleigh,  N.C,  1976). 
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Table  1 

Sources  of  Operating  Revenue,  Selected  North  Carolina  Municipalities 
Average  Per  Capita  Distributions  of  Revenue  by  Source  for  Municipalities  of  Different  Size 

Fiscal  Year' 1974-75 


Municipalities  by  S 

ize 

500  to 

1,000  to 

2,500  to 

10,000  to 

25,000  to 

50,000  to 

100,000 

Revenue  Sources 

999 

2,499 

9,999 

24,999 

49,999 

99,999 

or  More 

N=ll 

N=ll 

N=13 

N=13 

N=4 

N=5 

N=5 

Property  taxes 

$33.02 

$54.89 

$77.46 

$69.17 

$64.07 

$82.70 

$106.39 

State-shared  revenues  —  totals 

34.87 

41.93 

43.78 

42.05 

44.47 

50.35 

48.91 

Local-option  sales  tax 

(9.35) 

(12.40) 

(12.95) 

(12.90) 

(14.88) 

(16.86) 

(16.39) 

Intangibles  tax 

(1.54) 

(3.27) 

(3.37) 

(3.50) 

(2.85) 

(4.01) 

(5.17) 

Franchise  tax 

(8.64) 

(9.85) 

(11.20) 

(10.71) 

(9.67) 

(9.58) 

(11.03) 

Beer  and  wine  taxes 

(1.61) 

(2.28) 

(2.06) 

(2.05) 

(2.89) 

(2.90) 

(2.89) 

Gasoline  tax 

(12.75) 

(13.25) 

(13.08) 

(12.07) 

(11.55) 

(12.31) 

(11.23) 

Other  state  aid  and  grants 

(0.98) 

(0.88) 

(1.12) 

(0.82) 

(2.63) 

(4.69) 

(2.20) 

Water-sewer  system 

gross  receipts 

22.07 

53.23 

58.70 

53.36 

40.53 

47.73 

45.37 

Electric/gas  system 

net  receipts 

2.88 

3.31 

5.55 

23.46 

21.37 

26.05 

— 

Federal  revenue-sharing 

14.54 

19.19 

23.47 

20.96 

21.71 

21.89 

19.18 

Other  federal  aid 

2.48 

6.12 

4.45 

1.76 

1.57 

2.74 

20.61 

Distributed  ABC  profits 

0.84 

11.87 

3.38 

2.93 

2.27 

3.94 

4.14 

Investment  earnings 

3.63 

5.44 

10.86 

9.28 

10.42 

12.93 

17.12 

Miscellaneous  revenue/charges 

6.91 

9.86 

17.11 

15.82 

18.83 

29.65 

29.95 

Auto  and  taxi  licenses 

(0.19) 

(0.32) 

(0.28) 

(0.33) 

(0.41) 

(0.34) 

(0.50) 

Privilege  licenses 

(0.17) 

(0.79) 

(1.54) 

(1.27) 

(2.08) 

(2.30) 

(2.97) 

Building  permits 

(0.02) 

(0.14) 

(0.60) 

(0.49) 

(0.68) 

(0.93) 

(1.28) 

Solid  waste  fees 

(1.01) 

(2.42) 

(1.04) 

(2.38) 

(2.91) 

(4.82) 

(0.33) 

Parking  fees 

— 

(0.33) 

(0.38) 

(0.72) 

(0.23) 

(1.72) 

(1.84) 

Airport  fees 

— 

— 

— 

(0.40) 

— 

(1.78) 

(1.47) 

Cemetery  fees 

(0.78) 

(0.84) 

(0.92) 

(0.68) 

(0.89) 

(0.25) 

(0.66) 

Mass  transit  fees 

— 

— 

— 

— 

— 

— 

(2.26) 

Recreation  fees 

— 

(0.08) 

(0.68) 

(2.28) 

(0.74) 

(2.12) 

(1.15) 

Coliseum  fees 

— 

— 

— 

— 

— 

(0.96) 

(3.40) 

Special  assessments 

(0.07) 

(0.70) 

(2.48) 

(0.82) 

(3.27) 

(2.09) 

(1.75) 

From  county 

(0.31) 

(0.34) 

(1.16) 

(0.57) 

(2.03) 

(2.10) 

(2.45) 

Other 

(4.36) 

(3.90) 

(8.03) 

(5.88) 

(5.59) 

(10.24) 

(9.89) 

Total  from  all  sources 

$121.24 

$205.84 

$244.76 

$238.79 

$225.24 

$277.98 

$291.67 

almost  as  soon  as  it  incorporates,  and 
a  town  need  not  undertake  a  major 
effort  to  secure  revenue  from  these 
taxes.  On  the  other  hand,  revenue 
sources  like  water-sewer  receipts, 
investment  earnings,  miscellaneous 
revenue  and  charges,  and  the  prop- 
erty tax  require  significant  decisions 
and  effort  by  local  officials  to  develop 
and  collect. 

When  property  taxes  are  added  to 
the  state-shared  revenues,  these  two 
sources  account  for  almost  60  per 
cent  of  operating  revenue  on  the  av- 
erage percentage  distribution  for  the 
study's  towns  with  500  to  999  people. 
And  when  water-sewer  gross  receipts 
and  federal  revenue-sharing  are 
added  to  the  first  two  sources,  the 
four  sources  combined  make  up  86.5 
per  cent  of  operating  revenue  for 
these  towns. 


Municipalities  with  1,000  to  2,499 
people.  North  Carolina  has  105 
municipalities  with  1,000  to  2,499  peo- 
ple, and  they  have  a  combined  popula- 
tion of  172,310.4 

The  most  striking  feature  about  the 
revenue  distribution  of  the  study's  11 
municipalities  in  this  class  is  the  aver- 
age per  capita  total  of  revenue  from  all 
sources  —  S205.84.  This  amount  is 
$84.60  more  than  the  per  capita  total  of 
S121.24  for  the  towns  with  500  to  999 
people.  Most  of  this  increase  comes 
from  the  property  tax  and  water-sewer 
gross  receipts.  ABC  profits  are  also 
dramatically  higher  for  this  population 
class  than  for  the  smaller  one.  An  im- 
portant underlying  reason  why  average 
per  capita  revenue  from  all  sources  is 
so  much  higher  for  the  municipalities 


4.  Id.,  at  75-77. 


in  this  class  has  to  do  with  the  range  of 
operations  for  the  towns  in  each  class. 
The  municipalities  in  the  1,000-2,499 
class  provide  a  full  or  nearly  full  range 
of  municipal  services,  while  the  towns 
with  500  to  999  people  do  not  provide 
all  of  these  services.  For  example,  two 
of  the  towns  in  the  500-999  class  have 
no  public  water  systems,  and  six  have 
no  municipal  sewer  systems.  All  of  the 
towns  in  the  1,000-2,499  class  have 
both  public  water  and  sewer  systems. 
The  most  important  individual 
revenue  sources  for  the  municipalities 
with  1,000  to  2,499  people  are  the 
property  tax  and  water-sewer  gross  re- 
ceipts. Together  they  account  for  52.1 
per  cent  of  operating  revenue  on  the 
average  percentage  distribution. 
State-shared  revenues  and  federal 
revenue-sharing  add  another  30.7  per 
cent  on  this  distribution.  When  these 
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Table  2 

Sources  of  Operating  Revenue,  Selected  North  Carolina  Municipalities 
Average  Percentage  Distributions  of  Revenue  by  Source  for  Municipalities  of  Different  Size 

Fiscal  Year  1974-75 


Mm 

icipalities  by  Size 

500  to 

1,000  to 

2.500  to 

10,000  to 

25.000  to 

50,000  to 

100,000 

Revenue  Sources 

999 

2,499 

9,999 

24,999 

49,999 

99,999 

Or  More 

N=ll 

N=ll 

N=13 

N=  13 

N  =  4 

N=5 

N  =  5 

Property  taxes 

27.0  % 

2fi.2  % 

31,3% 

28.7  % 

28,3  % 

29,3  % 

36.5  % 

State-shared  revenues  —  totals 

30  J 

20.9 

18.9 

18.1 

19.7 

17.9 

II, s 

Local-option  sales  tax 

(7.7) 

(6,3) 

(5.8) 

(5.6) 

(6.6) 

(6.0) 

(5.6) 

Intangibles  tax 

(1.3) 

(1.4) 

(1.4) 

(1.4) 

(1.3) 

(1.4) 

(1.8) 

Franchise  tax 

(7.8) 

(4.8) 

(4.6) 

(4.6) 

(4.3) 

(3.5) 

(3.7) 

Beer  and  wine  taxes 

(1.3) 

(1.2) 

(1.0) 

(0.9) 

(1,3) 

(1.0) 

(1.0) 

Gasoline  tax 

(11.4) 

(6.8) 

(5.8) 

(5.2) 

(5.0) 

(4.5) 

(3.9) 

Other  state  aid  and  grants 

(0.6) 

(0.4) 

(0.3) 

(0.4) 

(1.2) 

(1.5) 

(0.8) 

Water-sewer  system 

gross  receipts 

17.3 

25.9 

22.7 

22.6 

18.0 

17.8 

1.5.6 

Electric/gas  system 

net  receipts 

2.5 

1.6 

2.4 

9.2 

9.7 

10.0 

— 

Federal  revenue-sharing 

12.1 

9.8 

9.9 

9.1 

9.6 

7.8 

6.6 

Other  federal  aid 

1.9 

3.0 

1.9 

.7 

.7 

1.0 

7.1 

Distributed  ABC  profits 

.8 

5.3 

1.4 

1.2 

1.0 

1,5 

1.4 

Investment  earnings 

2.9 

2,5 

4.2 

3.7 

4.6 

4,5 

5.9 

Miscellaneous  revenue/charges 

5.4 

4.8 

7.3 

6.7 

8.4 

10.2 

10.1 

Auto  and  taxi  licenses 

(0.2) 

(0.2) 

(0.1) 

(0.1) 

(0.2) 

(0.2) 

(0.2) 

Privilege  licenses 

(0.1) 

(0.4) 

(0.7) 

(0.6) 

(0.9) 

(0.8) 

(1.0) 

Building  permits 

(0.0) 

(0.1) 

(0.2) 

(0.2) 

(0,3) 

(0,3) 

(0.4) 

Solid  waste  fees 

(0.8) 

(1.0) 

(0.1) 

(0.9) 

(1.3) 

(1.7) 

(0.1) 

Parking  fees 

— 

(0.1) 

(0.5) 

(0,3) 

(0.1) 

(0.6) 

(0.6) 

Airport  fees 

— 

— 

— 

(0.2) 

— 

(0.6) 

(0,5) 

Cemetery  fees 

(0.7) 

(0,5) 

(0.3) 

(0.3) 

(0.4) 

(0.1) 

(0.2) 

Mass  transit  fees 

— 

— 

— 

— 

— 

— 

(0.8) 

Recreation  fees 

— 

(0.1) 

(0.3) 

(0.9) 

(0,3) 

(0.7) 

(0.4) 

Coliseum  fees 

— 

— 

— 

— 

— 

(0.3) 

(1.1) 

Special  assessments 

(0.1) 

(0.4) 

(1.0) 

(0.4) 

(1.4) 

(0.7) 

(0.6) 

From  county 

(0.1) 

(0.2) 

(0.5) 

(0.2) 

(0.9) 

(0.7) 

(0.8) 

Other 

(3.4) 

(1.8) 

(3.6) 

(2.6) 

(2.6) 

(3.5) 

(3.4) 

Total  from  all  sources 

100% 

100% 

100% 

100% 

100% 

100% 

100% 

four  sources  are  combined,  they  con- 
tribute 82.8  per  cent  of  operating  rev- 
enue. 

Municipalities  with  2,500  to  9,999 
people.  North  Carolina  has  91 
municipalities  with  2,500  to  9,999 
people,  and  their  combined  popula- 
tion is432,630.5 

The  average  per  capita  total  of 
operating  revenue  from  all  sources 
for  the  study  s  municipalities  in  this 
class  is  S244.76.  This  is  above  each  of 
the  corresponding  totals  for  the  two 
lower  and  two  higher  population 
classes.  Just  as  significant  is  the  fact 
that  the  property  tax  is  the  dominant 
revenue  source  for  the  municipalities 
in  this  class.  The  property  tax  pro- 
vides 31.3  per  cent  of  operating  rev- 
enue on  the  average  percentage  dis- 
tribution and  S77.46  on  the  average 


5.  Id.,  at  73-75. 


per  capita  distribution,  which  is 
nearly  a  third  higher  than  the  second 
most  important  revenue  source,  i.e., 
water-sewer  receipts.  When  water- 
sewer  receipts,  state-shared  revenue, 
and  federal  revenue-sharing  are 
added  to  the  property  tax,  these  four 
sources  make  up  82.8  per  cent  of 
operating  revenues  on  the  average 
percentage  distribution. 

Investment  earnings  and  miscel- 
laneous revenue  and  charges  are  also 
relatively  more  important  for  the 
study's  municipalities  in  the  2,500- 
9,999  population  class  than  the  two 
lower  population  classes.  The  study's 
municipalities  in  this  class  are  ap- 
parently able  to  conduct  more  profit- 
able investment  programs  than  the 
smaller  towns.  The  major  part  of  the 
overall  increase  for  miscellaneous 
revenue  and  charges  comes  from  fees 
for  privilege  licenses  and  building 


permits,  recreation  fees,  special  as- 
sessments, contributions  from  the 
county,  and  other  revenue. 

Municipalities  with  10.000  to 
24.999  people.  North  Carolina  has  23 
towns  and  cities  with  10.000  to 
24,999  people,  and  they  have  a  com- 
bined population  of  362, 960. s 

Net  receipts  from  electric/gas  sys- 
tems emerge  as  an  important  revenue 
source  for  the  study's  municipalities  in 
this  population  class.  Such  receipts  are 
823.46  on  the  average  per  capita  dis- 
tribution and  9.2  per  cent  on  the  aver- 
age percentage  distribution.  The  large 
proportion  of  electric  cities  in  this 
class,  6  of  13.  and  the  fact  that  the 
electric/gas  systems  of  these  cities  are 
significant  net  revenue  producers  lead 
these  cities  to  rely  relatively  less  on 

6.  Id.,  at  72-73.  Kinston  (population 
24,790)  is  not  included  in  this  class.  It  is 
included  in  the  25.000-19.999  class. 
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other  revenue  sources  than  muni- 
cipalities in  the  2,500-9.999  popula- 
tion class. 

On  the  average  percentage  distribu- 
tion, the  property  tax,  water-sewer 
gross  receipts,  state-shared  rev- 
enues, and  federal  revenue-sharing 
make  up  78.5  per  cent  of  operating  rev- 
enue for  the  municipalities  in  this 
class.  This  is  down  somewhat  from  the 
82.8  per  cent  level  from  these  four 
sources  for  the  municipalities  in  the 
next  two  lower  population  classes. 
However,  when  electric/gas  system  net 
receipts  are  added  to  the  four  other 
sources,  the  five  sources  combined  ac- 
count for  87.7  per  cent  of  operating 
revenue  for  the  municipalities  in  this 
class. 

Municipalities  with  25,000  to 
49,999  people.  North  Carolina  has 
eight  cities  in  this  population  class, 
and  together  they  have  2.54,090  peo- 
ple.7 

The  most  important  source  of 
operating  revenue  of  the  study's  four 
cities  in  this  class  is  the  property  tax. 
It  accounts  for  864.07  on  the  average 
per  capita  distribution  and  28.3  per 
cent  on  the  average  percentage  dis- 
tribution. When  state-shared  rev- 
enues, water-sewer  system  gross  re- 
ceipts, electric/gas  net  earnings,  and 
federal  revenue-sharing  are  added  to 
the  property  tax,  these  five  sources 
make  up  85.3  per  cent  of  operating 
revenue. 

Water-sewer  gross  receipts  are  no- 
tably lower  on  the  average  per  capita 
distribution  for  this  population  class 
than  for  any  of  the  three  classes  with 
lower  populations  or  the  two  with 
higher  populations.  Part  of  this  re- 
sults from  the  fact  that  two  of  the  four 
cities  in  the  25,000-49,999  class  do 
not  have  self-supporting  water-sewer 
systems  and  these  systems  fall  short 
of  being  self  supporting  by  a  signifi- 
cant margin.  As  a  result,  water-sewer 
gross  receipts  for  the  class  are  lower 
than  they  otherwise  would  be. 

Municipalities  with  50,000  to 
99,999  people.  North  Carolina  has 
five  cities  in  this  population  class, 
and  they  have  a  combined  population 


of  286,350.8  All  of  them  are  included 
in  the  study. 

The  average  per  capita  total  of 
operating  revenue  from  all  sources 
for  the  cities  in  this  population  class 
is  $277.98.  This  sum  represents  an 
increase  of  $52.74  over  the  average 
per  capita  total  of  $225.24  for 
municipalities  with  25,000  to  49,999 
people.  The  major  sources  or  compo- 
nents of  this  increase  are  the  property- 
tax,  miscellaneous  revenue  and 
charges,  water-sewer  system  gross 
receipts,  and  state-shared  revenues. 
Despite  the  differences  in  average 
per  capita  operating  revenue  be- 
tween the  cities  in  this  class  and 
those  in  the  next  lower  class,  the  av- 
erage percentage  distribution  of 
operating  revenue  by  source  for  the 
class  is  very  similar  to  the  percentage 
distribution  for  the  25,000-49,999 
class. 

Municipalities  with  more  than 
100.000  people.  North  Carolina  has 
five  cities  with  more  than  100,000 
people,  and  they  have  a  total  popula- 
tion of  835,600. 9  This  is  about  a  third 
of  the  total  municipal  population  of 
the  state. 

These  five  North  Carolina  cities 
(all  of  which  are  in  the  study)  rely 
much  more  on  the  property  tax  than 
do  the  cities  in  any  other  population 
class.  On  the  average  percentage  dis- 
tribution, property  taxes  account  for 
36.5  per  cent  of  operating  revenue  of 
these  five  cities,  which  is  more  than 
the  25  to  30  per  cent  levels  for  the 
other  population  classes.  On  the  av- 
erage per  capita  distribution,  prop- 
erty taxes  contribute  $106.39,  which 
is  $23.69  more  than  the  $82.70  level 
for  cities  in  the  50,000-99,999  popula- 
tion class. 

Property  taxes  are  also  twice  as 
large  as  any  other  revenue  source  for 
this  class.  This  is  true  on  both  the  av- 
erage per  capita  and  percentage  dis- 
tributions. The  next  largest  indi- 
vidual revenue  source  for  the  class  is 
water-sewer  gross  receipts,  which  are 
$45.37  per  capita  and  15.6  per  cent  on 
the  average  distributions  for  this 
class. 

Other  federal  aid  contributes   7.1 


7.  Id.,  at  72.  Gastonia  (population 
49,630)  is  not  included  in  this  class.  It  is 
counted  in  the  50,000-99,999  class. 


8.  Id.  This  class  includes  the  four 
cities  with  50,000  to  99,999  in  population 
and  Gastonia. 

9.  Id. 


per  cent  and  $20.61  on  the  average 
percentage  and  per  capita  distribu- 
tions respectively  for  the  cities  above 
100,000  in  population.  These  per- 
centage and  per  capita  amounts  rep- 
resent six-  to  sevenfold  increases  over 
the  corresponding  amounts  of  other 
federal  aid  for  the  cities  with  50,000- 
99,000  people. 

The  increases  in  other  federal  aid 
and  property  tax  revenue  for  the 
cities  above  100,000  partly  offset 
their  lack  of  electric/gas  net  receipts. 
Another  part  of  the  increase  in  both 
other  federal  aid  and  property  taxes 
goes  toward  raising  average  per 
capita  operating  revenue  from  all 
sources  to  $291.67. 

Effect  of  municipal  size  on 
individual  revenue  sources 

We  now  look  more  closely  at  indi- 
vidual revenue  sources  and  see  how 
revenue  from  each  varies  among  the 
study's  seven  municipal  population 
classes.  We  also  trace  this  variation  to 
underlying,  size-related  factors  and 
to  other  factors  that  cause  individual 
municipalities  or  groups  of  munic- 
ipalities to  receive  particularly  high 
or  low  revenue  amounts  from  specific 
sources. 

Property  taxes.  That  per  capita 
property  taxes  increase  with  munici- 
pal size  is  evident  from  the  average 
per  capita  distributions  shown  in 
Table  1.  The  relationship  between 
the  property  tax  and  municipal  size 
on  the  average  percentage  distribu- 
tions is  less  evident.  (See  Table  2.) 
The  noteworthy  point  about  the  per- 
centage property  tax  data  in  Table  2 
is  that  cities  above  100,000  in  popula- 
tion stand  apart  from  the  munici- 
palities in  all  other  population 
classes. 

Why  are  property  taxes  per  capita 
higher  in  the  larger  municipalities  of 
the  study?  To  begin  to  answer  this 
question  we  must  look  at  assessed 
property  valuation  per  person,  tax 
rates  per  $100  of  value,  and  property 
tax  collection  percentages.  Table  3 
presents  data  on  these  three  factors 
for  each  of  the  study's  seven  munici- 
pal population  classes. 

The  variation  in  average  per  capita 
assessed  valuation  by  municipal 
population  class   shown  in  Table  3 
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Table  3 

Average  Assessed  Valuation  Per  Person,  Tax  Rates  Per  $100  of  Value 

and  Collection  Percentages  as  of  June  30,  1975,  for   62  Selected 

North  Carolina  Municipalities  Organized  by  Population  Class 

Fiscal  Year  1974-75 


Average 

Average 

Average 

Assessed 

Property  Tax 

Percentage  of 

Property 

Rate  per  $100 

Collection  at 

Population  Class 

Valuation 

per  Person 

of  Value 

June  30.  1975 

500-999 

S  5,770 

S  .64 

95.3% 

1,000-2,499 

7,924 

.75 

94.4 

2,500-9,999 

10,332 

.78 

95.5 

10,000-24,999 

10,360 

.74 

96.6 

25,000-49,999 

8,818 

.76 

96.5 

50,000-99,999 

11,315 

.84 

95.8 

100.000  or  more 

12.371 

.98 

97.6 

Sources: 

1.  Average  assessed  property  valuation  per  person  is  calculated  with  the  1974  population  estimates  of  the  Office  of 
State  Planning,  North  Carolina  Department  of  Administration,  and  the  January  1974  assessed  valuation  figures  con- 
tained in  tax  and  investment  reports  submitted  by  North  Carolina  local  units  to  the  North  Carolina  Local  Government 
Commission. 

2.  Average  property  tax  rates  per  $100  of  value  were  calculated  from  individual  municipal  tax  rates  in  the  Local 
Government  Commission's  "Cash,  Investments,  and  Tax  Collections  as  of  December  31,  1974." 

3.  Average  percentages  of  collection  at  June  30.  1975,  were  calculated  from  individual  municipal  collection  percen- 
tages in  the  Local  Government  Commission's  "Cash,  Investments,  and  Tax  Collections  at  June  30.  1975." 


parallels  the  variation  of  per  capita 
property  tax  revenue  by  class  shown 
in  Table  1.  This  indicates  that  per 
capita  assessed  valuation  increases 
with  municipal  size  and  that  the 
study's  larger  municipalities  have  a 
greater  tax  base  on  which  to  draw 
than  the  smaller  ones.  However,  note 
that  the  average  assessed  valuation 
per  person  is  the  same  for  the  2,500- 
9,999  and  10,000-24,999  population 
classes  —  a  little  over  810,300  —  and 
then  it  drops  to  88.818  for  the 
25,000-49,999  class.  Nevertheless, 
the  overall  positive  relationship  be- 
tween municipal  size  and  assessed 
valuation  per  person  is  apparent  in 
the  data  of  Table  3. 

Average  property  tax  rates  per  $100 
of  value  also  vary  by  population  class. 
As  Table  3  shows,  the  cities  fall  into 
four  broad  groupings  for  this  vari- 
able: municipalities  with  500  to  999 
people,  which  have  an  average  tax 
rate  of  64  cents;  municipalities  in  the 
population  classes  between  1.000 
and  49,999  people,  which  have  aver- 
age rates  close  to  75  cents;  cities  with 
50,000  to  99.999  people,  which  have 
an  average  rate  of  84  cents;  and  the 
five  largest  cities,  which  have  an  av- 
erage rate  of  98  cents.  Thus,  the 
study's  larger  cities  not  only  have 
greater  property  tax  bases  on  which 
to  draw   but  also  tax  the  base  at  a 


higher  rate  than  the  medium-sized 
and  small  municipalities. 

The  average  property  tax  collection 
percentages  shown  in  Table  3  are  all 
very  high.  All  percentages  except  one 
are  95  or  above,  and  that  one  is  94.4. 
The  five  largest  cities,  which  have  an 
average  collection  of  97.6  per  cent,  do 
slightly  better  in  percentage  of  prop- 
erty taxes  collected  by  the  end  of  the 
fiscal  year  than  the  municipalities  in 
the  other  population  classes. 

Factors  other  than  size  also  contri- 
bute to  high  or  low  per  capita  and 
percentage  property  taxes  among  the 
study's  municipalities.  One  factor  is 
industrialization.  One  city  in  the 
10,000  to  24.999  population  class, 
which  ranks  first  among  the  study's 
62  municipalities  in  percentage  of 
revenue  from  the  property  tax  and 
fourth  in  property  taxes  per  capita, 
also  has  a  very  large  industrial  base.10 
This  base  provides  property  tax  rev- 
enue out  ot  proportion  to  the  city's 
population  and  considerably  above 
what  would  otherw  ise  be  yielded  by 
the  tax  rate.11 


10.  According  to  the  city's  finance  of- 
ficer, about  65  per  cent  of  the  city's  tax- 
able base  consists  of  industrial  and  com- 
mercial property. 

11.  The  city  has  the  twelfth  highest  tax 
rate  among  the  study's  municipalities,  but 
the  rate  alone  is  not  high  enough  to  ac- 


Municipal  subsidy  of  water-sewer 
operations  with  general  revenue  also 
causes  property  taxes  per  capita  to  be 
higher  than  average.  For  example, 
one  small  city,  which  ranks  second 
among  the  study's  municipalities 
both  in  property  taxes  per  capita  and 
in  property  tax  as  a  percentage  of 
operating  revenue,  has  a  water-sewer 
system  for  which  operating  receipts 
fell  far  short  of  covering  operating 
costs  in  1974-75. 12  As  a  result,  other 
revenues  in  the  city's  general  fund, 
most  notably  the  property  tax,  were 
set  at  higher  than  usual  levels  —  the 
city  had  the  sixth  highest  tax  rate 
among  the  study's  municipalities  — 
to  help  support  the  water-sewer  sys- 
tem. 

If  a  municipality  receives  neither 
ABC  profits  nor  beer  and  wine  tax 
revenue  and  also  gets  little  money 
from  miscellaneous  revenue  and 
charges,  it  may  rely  more  heavily  on 
the  property  tax  than  it  otherwise 
would  do.  Similarly,  the  absence  of 
sales  tax  revenues  in  one  of  the 
study's  nonelectric  cities  causes  it  to 
rely  more  heavily  on  the  property  tax. 

A  large  amount  of  tax-exempt  prop- 
erty in  a  municipality  can  reduce 
property  tax  revenue  per  capita  and 
the  percentage  of  operating  revenue 
derived  from  the  property  tax.  In  one 
of  the  study's  small  towns,  which 
ranks  fourth  from  the  bottom  in  prop- 
erty tax  revenue  per  capita,  65  per 
cent  of  the  property  is  tax  exempt.13 
As  a  result,  assessed  value  per  capita 
in  that  town  is  only  83,129.  which  is 
second  lowest  among  the  study's  62 
municipalities,  and  the  town  is  forced 
to  hold  down  expenditures  and  rely 
on  other  revenue  sources. 

Finally,  reliance  on  the  property 
tax  is  often  reduced  when  a  munici- 
pality can  turn  to  another  important 
revenue  source.  We  have  already 
talked  about  electric/gas  system  net 
earnings  in  this  regard.  Several  towns 


count  for  the  unusually  huge  amount  of 
property  tax  revenue  received  by  the  city. 
The  size  of  the  city's  industrial  base  is  the 
major  factor  that  accounts  for  the  high 
property  tax  yield. 

12.  This  is  evident  from  the  water- 
sewer  revenue  and  expense  summary  in 
the  city's  1974-75  audit  report. 

13.  This  information  was  supplied  by 
the  town  s  finance  officer.  It  was  based  on 
a  survey  done  bv  the  town. 
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in  the  study  have  very  profitable  ABC 
systems,  and  ABC  profits  in  at  least 
one  of  these  towns  is  large  enough  to 
hold  its  property  taxes  and  property 
tax  rate  at  a  very  low  level.  The  town 
is  third  highest  among  the  study's 
municipalities  in  average  percentage 
of  revenue  from  ABC  profits  and  sec- 
ond lowest  in  average  percentage  of 
revenue  from  the  property  tax. 

State-shared  revenues.  To  examine 
variation  in  state-shared  revenues  by 
municipal  size,  we  must  look  at  each 
individual  state-shared  revenue. 
However,  one  comment  should  be 
made  about  the  state-shared  totals  in 
Tables  1  and  2.  Such  revenues  consti- 
tute a  smaller  percentage  of  operat- 
ing revenue  as  we  move  from  the 
study's  small-city  population  classes 
to  the  large-city  population  classes. 
On  the  other  hand,  the  state-shared 
totals,  when  expressed  on  a  per 
capita  basis,  increase  slightly  with 
municipal  size  as  we  move  from  the 
small  to  large  population  classes. 

1.  Sales  Tax.  Average  per  capita 
revenue  from  the  sales  tax  is  related 
positively  to  municipal  size  among 
the  study's  municipalities.  However, 
sales  tax  revenue  as  a  percentage  of 
operating  revenue  does  not  appear  to 
vary  with  municipal  size  among  these 
municipalities. 

The  local  sales  tax  is  collected  by 
the  state  and  returned  to  the  county 
of  collection.  It  is  then  divided 
among  governmental  jurisdiction  in 
the  county  in  proportion  to  either  the 
population  or  amount  of  ad  valorem 
taxes  of  each  jurisdiction.  .Among  the 
59  municipalities  of  the  study  that  re- 
ceive sales  tax  revenue,  42  get  their 
share  of  county  sales  tax  revenue  in 
the  proportion  that  their  population 
bears  to  the  sum  of  count)  population 
and  the  population  of  all  munici- 
palities in  the  county;  15  munici- 
palities receive  their  share  of  county 
sales  tax  revenue  in  proportion  to 
the  amount  that  their  ad  valorem 
taxes  bear  to  such  taxes  lor  county- 
government  and  all  municipalities 
in  the  county.  Cornelius  and  Charlotte 
receive  sales  tax  revenue  according 
to  a  special  sharing  arrangement 
established  by  local  act  for  Mecklen- 
burg County.  The  question  raised 
by  the  existence  of  these  two  methods 
of  intracounty  distribution  is  wheth- 
er the  method  used  affects  per  capita 


Table  4 

Average  Per  Capita  Sales  Tax  Revenue  by 

Method  of  Intracounty  Distribution  and  Municipal  Population  Class, 

57  Selected  North  Carolina  Municipalities 

Fiscal  Year  1974-75 


Basis  of  Distribution 

Ad  Valorem 

Population  Class 

N 

Population 

N 

Tax  Levy 

500  to  999 

7 

S  13.00 

3 

$  3.97 

1,000  to  2,499 

8 

12.96 

2 

13.38 

2,500  to  9,999 

10 

14.28 

2 

12.76 

10,000  to  24,999 

8 

13.29 

4 

15.33 

25,000  to  49,999 

o 

14.97 

2 

14.79 

50,000  to  99,999 

3 

14.75 

2 

20.02 

100.000  or  more 

4 

16.73 

0 

— 

Average  per  capita 

amount  for  all 

municipalities  by  basis 

of  distribution 

42 

S  13.93 

15 

S  13.01 

Note:  Cornelius  and  Charlotte  in  Mecklenburg  County  are  excluded  from  the  calculations  for  this  table 


sales  tax  revenue  received  by  the 
study's  municipalities,  both  overall  and 
by  municipal  population  class.  (See 
Table  4.) 

Whether  county  sales  tax  revenue 
is  divided  among  individual  govern- 
ments in  a  countx  on  the  basis  of 
population  or  ad  valorem  tax  levy  ap- 
pears to  make  little  difference  in  the 
average  per  capita  sales  tax  amounts 
for  all  of  the  study's  municipalities. 
But  while  this  conclusion  applies 
generally,  it  is  not  fully  accurate  for 
particular  municipal  population 
classes.  Most  small  municipalities  in 
the  stud>  —  those  with  fewer  than 
2,500  people  —  receive  less  sales  tax 
revenue  per  capita  when  it  is  distri- 
buted in  proportion  to  the  ad  valorem 
tax  levy  rather  than  in  proportion  to 
the  population  of  each  governmental 
unit  in  the  county.  This  happens  be- 
cause ad  valorem  tax  levies  relative  to 
population  are  lower  in  the  very 
small  municipalities  than  for  count)' 
government  or  the  larger  munic- 
ipalities in  the  count).  Of  course,  if  a 
small  town  has  a  high  property  tax 
levy,  an  ad  valorem-based  formula  is 
likely  to  bring  it  at  least  as  much  sales 
tax  revenue  per  capita  as  the 
population-based  formula.  On  the 
other  hand,  most  of  the  larger  cities  in 
the  stud)  either  receive  or  would  re- 
ceive slightly  more  sales  tax  revenue 
per  capita  when  it  is  distributed  in 
proportion  to  the  amount  of  ad  val- 


orem taxes  rather  than  population. 
The  reason  for  this  is  that  property  tax 
levies  relative  to  population  are  rela- 
tively higher  in  these  cities  than  for 
count)'  government  and  the  smaller 
municipal  governments  in  their  re- 
spective counties. 

County  size  is  another  factor  that 
affects  municipal  per  capita  sales  tax 
revenue.  Gross  retail  sales  are  the 
basis  of  the  sales  tax,  and  such  sales 
on  a  per  capita  basis  van.'  with  county- 
size.  For  example,  Mecklenburg 
Count)  (Charlotte)  with  373,700 
people  had  86,701  of  gross  retail  sales 
per  person  in  1974-75;  Xew  Hanover 
Count)'  (Wilmington)  with  95,100 
people  had  84,571  of  gross  retail  sales 
per  person  that  year;  and  Craven 
Count)  (Xew  Bern)  with  65,000  peo- 
ple had  83,171  of  gross  retail  sales  per 
person  in  1974-75. 14 

Several  factors  unrelated  to  munic- 
ipal or  county  population  also  affect 
sales  tax  revenues  per  capita  among 
the  study's  municipalities.  As  with 
the  property  tax,  these  factors  are 
evident  in  the  experiences  of  several 
individual  municipalities.  For  exam- 


14.  Gross  retail  sales  per  person  here 
were  calculated  with  "1974  Population 
Estimates  for  North  Carolina  Counties 
and  Municipalities,''  and  count)  yross  re- 
tail sales  data  for  1974-75  taken  from  the 
North  Carolina  Department  or  Rr- 
venue.  Statistics  oe  Taxation  —  1976, 
pp.  76-77  (Raleigh,  North  Carolina.  1977). 
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pie,  Asheville  ranks  third  among  the 
study's  municipalities  in  per  capita 
sales  tax  revenue.  This  is  due  to  at 
least  two  factors:  (1)  Asheville  is  a  re- 
gional shopping  and  trading  center 
for  the  western  part  of  the  state;  and 
(2)  it  is  in  the  center  of  a  resort  and 
tourist  area,  and  purchases  by  vaca- 
tioners in  Buncombe  County  add  to 
Ashevilles  sales  tax  revenue.  Santord 
also  does  quite  well  on  the  sales  tax. 
Although  it  has  only  12,140  people, 
it  ranks  fourth  among  the  study's 
municipalities  in  sales  tax  revenue 
per  capita.  Most  of  this  is  attributable 
to  the  fact  that  it  is  a  regional  trading 
center.  Another  city  of  comparable 
size  ranks  very  low  in  its  sales  tax 
revenue  per  capita.  This  city  is  close 
to  a  larger  city  in  a  different  county 
that  has  several  major  shopping  cen- 
ters and  is  accessible  by  a  four-lane 
highway.  Consequently,  much  retail 
business  and  sales  tax  revenue  is 
pulled  from  the  first  city  and  count) 
to  the  second. 

2.  Intangibles  tax.  What  the  data  in 
Tables  1  and  2  show  for  the  intangi- 
bles tax  is  that  the  five  largest  cities 
receive  more  revenue  from  this 
source  than  do  the  municipalities  in 
any  other  population  class. 

The  five  largest  cities  do  well  on 
the  intangibles  tax  because  their  size 
makes  them  important  financial  cen- 
ters. For  example,  Greensboro, 
which  receives  more  per  capita 
revenue  from  the  intangibles  tax  than 
any  other  of  the  five  largest  cities  and 
ranks  fourth  overall  among  the 
study's  62  municipalities  on  this 
source,  is  the  home  of  several  large 
insurance  corporations.  Moreover, 
Greensboro  has  many  individuals 
and  commercial  organizations  with 
large  holdings  of  stocks  and  bonds. 

This  points  to  a  factor  other  than 
municipal  size  that  causes  intangi- 
bles tax  revenue  per  capita  to  vary 
among  the  study's  municipalities.  It 
is  wealth  in  the  form  of  stock  and 
bond  holdings.  One  town  in  the 
1,000-2,499  population  class  receives 
more  intangibles  tax  revenue  per 
capita  than  any  other  of  the  study's 
municipalities.  Many  wealth)  retired 
people  live  there,  and  they  own  large 
amounts  of  stock.  Sixty-eight  per  cent 
of  the  intangibles  tax  base  for  the 
town  is  attributable  to  ownership  of 


stock,  compared  with  40  per  cent 
state-wide.15 

Once  the  state  allocates  net  intan- 
gibles tax  revenue  among  the  coun- 
ties, the  amount  for  a  county  is  di- 
vided among  its  county  and  munici- 
pal governments  in  proportion  to  the 
ad  valorem  tax  levy  of  each  jurisdic- 
tion. This  means  that  cities  and  towns 
with  high  property  taxes  will  tend  to 
receive  more  intangibles  tax  revenue 
than  those  with  low  property  taxes. 
The  data  of  the  study  confirm  this.  Of 
the  15  municipalities  in  the  study 
that  rank  highest  in  per  capita  intan- 
gibles tax  revenue,  12  also  rank 
among  the  top  fifteen  in  per  capita 
property  tax  revenue.  So  the  same 
factors  that  contribute  to  high  per 
capita  property  taxes  —  e.g.,  city  size, 
industry,  subsidy  of  water-sewer  op- 
erations —  also  contribute  to  high  in- 
tangibles tax  revenue  per  capita. 

3.  Franchise  tax.  Franchise  tax  re- 
venue is  not  related  to  municipal  size 
on  the  average  per  capita  distribu- 
tions of  Table  1.  However,  the  very 
smallest  municipalities,  those  with 
500  to  999  people,  receive  about  SI 
less  per  capita  from  this  source  than 
the  municipalities  in  the  other  popu- 
lation classes.  The  average  percen- 
tage distributions  of  franchise  tax 
revenue  in  Table  2  show  an  inverse 
relation  to  municipal  size. 

As  the  preceding  article  noted, 
nearly  60  per  cent  of  the  franchise  tax 
collected  by  the  state  comes  from  the 
gross  receipts  of  electric  power  and 
light  and  gas  companies.16  This 
means  that  municipalities  with  in- 
dustries that  use  large  amounts  of 
electric  power  or  gas  are  also  likely  to 
receive  much  franchise  tax  revenue 
per  capita.  For  example,  Morganton, 
which  ranks  second  in  franchise  tax 
revenue  per  capita,  has  the  single 
largest  user  of  electricity  from  Duke 
Power  in  North  Carolina  —  Great 
Lakes  Carbon  Company.  Duke 
Power,  rather  than  the  city  itself, 
supplies  the   company  with  electric 


power.17  This  probably  explains  why 
the  study's  very  small  towns  receive 
somewhat  less  franchise  tax  revenue 
per  capita;  they  have  relatively  fewer 
industrial  users  of  electric  power  and 
gas  than  the  medium-sized  and  larger 
municipalities. 

4.  Beer  and  wine  tax.  On  the  aver- 
age per  capita  distributions  shown  in 
Table  1,  beer  and  wine  tax  revenue  is 
about  $2.90  for  the  municipal  popula- 
tion classes  above  25,000  and  consid- 
erably below  this  for  the  classes 
below  25,000  in  population.  Since 
the  state  distributes  beer  and  wine 
tax  revenue  to  localities  strictly  on  a 
population  basis,  what  accounts  for 
this  difference?  The  reason  is  that 
this  revenue  is  distributed  only  to 
local  units  that  authorize  the  sale  of 
beer  and  unfortified  wine  in  their 
jurisdictions.  All  of  the  study's  cities 
above  25,000  permit  such  sales. 
Therefore,  the  per  capita  averages  for 
the  three  population  classes  above 
25,000  are  virtually  the  same,  i.e., 
S2.90.  On  the  other  hand.  15  of  the 
study's  48  municipalities  below 
25,000  people  do  not  permit  the  sale 
of  beer  and  wine  in  their  jurisdic- 
tions, which  causes  per  capita  beer 
and  wine  tax  revenue  for  the  classes 
below  25.000  to  be  much  less  than 
S2.90.18 

5.  Gasoline  tax.  The  gasoline  tax  as 
a  percentage  of  operating  revenue  is 
related  inversely  to  municipal  size 
among  the  study's  municipalities. 

The  relationship  between  munici- 
pal size  and  gasoline  tax  revenue  on 
the  average  per  capita  distributions 
in  Table  1  is  not  so  clear.  However, 
two  broad  groups  can  be  distin- 
guished in  that  table;  municipalities 
in  the  population  classes  below 
10,000,  which  receive  S13  per  capita 
on  average  from  the  gasoline  tax;  and 
municipalities  in  the  population 
classes  above  10,000,  which  receive 
an  average  of  Sll  to  S12  from  this 
source.  Still,  this  difference  is  slight. 


13.  This  information  is  for  1975-76  and 
was  supplied  by  the  Intangibles  Tax  Divi- 
sion, North  Carolina  Department  of  Re- 
venue, Raleigh,  North  Carolina. 

16.  North  Carolina  Department  of 
Revenue,  Statistics  of  Taxation  — 
1976,  p.  36  (Raleigh,  North  Carolina. 
1977). 


17.  This  information  was  supplied  by 
the  assistant  city  manager  of  Morganton. 

18.  Other  minor  factors  also  contribute 
to  this.  For  instance,  Sanford  received 
only  SI. 49  per  capita  from  beer  and  wine 
taxes  in  1974-75.  This  unusually  low 
amount  is  due  to  a  special  sharing  ar- 
rangement for  beer  and  wine  tax  revenue 
between  Lee  Countv  and  the  cits'  of  San- 
ford. 
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The  reason  is  that  three-quarters  of 
local  gasoline  tax  revenue  is  distri- 
buted by  the  state  on  a  population 
basis.  Thus,  whatever  variation  there 
is  by  municipal  size  is  due  to  the  fact 
that  the  other  quarter  of  such  revenue 
is  divided  among  municipalities  in 
proportion  to  nonstate  (local)  street 
mileage  in  each  municipality.  (See 
Table  5.) 

Table  5  shows  that  the  stud)  's 
smaller  municipalities  have  fewer 
residents  per  mile  of  local  streets  on 
the  average  than  the  larger  ones,  and 
this  no  doubt  contributes  to  the 
slightly  higher  per  capita  averages  for 
gasoline  tax  revenue  for  the  study's 
smaller-sized  population  classes. 
This  is  also  evident  by  comparing  in- 
dividual cities  of  different  size.  For 
example,  Lillington,  with  1,210  peo- 
ple, had  90  residents  per  mile  of  Ioc- 
allv  maintained  streets  and  $16.62 
per  capita  from  the  gasoline  tax  in 
1974-75.  This  placed  it  first  among 
the  study's  municipalities  in  revenue 
per  person  from  the  gasoline  tax.  On 
the  other  hand.  Charlotte,  with  al- 
most 300,000  people,  had  304  resi- 
dents per  mile  of  locally  maintained 
streets  and  received  only  $11.54  per 
capita  from  the  gasoline  tax.  It  ranked 
fiftieth  among  the  study's  munic- 
ipalities on  this  source.  Thus,  unlike 
the  state  formulas  for  distribut- 
ing the   sales  and  intangibles  taxes. 


Table  5 

Average  Number  of  Residents 
per  Certified  Mile  of  Nonstate 
System  Streets  in  62  Seleeted 
North  Carolina  Municipalities 
Organized  by  Population  Class 
Fiscal  Year  1974-75 


Average 

Number 

Population  Class 

Residents 

500-999 

162 

1,000-2,499 

173 

2,500-9,999 

198 

10,000-24,999 

228 

25,000-49,999 

280 

50,000-99,999 

244 

100,000  or  more 

294 

Source:  The  data  in  this  table  were  calculated  from  pop- 
ulation estimates  taken  from  the  North  Carolina  De- 
partment of  Transportation's  Incorporated  Municipal- 
ities, Municipal  Officials,  and  State  Street  Allocations 
(Raleigh,  North  Carolina,  1974),  and  from  gasoline  tax 
amounts  in  the  1974-75  audit  reports  of  the  study's 
munii  ipalities 


which  favor  the  larger  munic- 
ipalities on  a  per  capita  revenue 
basis,  tile  formula  for  distribut- 
ing the  gasoline  tax  slightly  favors 
die  state's  smaller  towns. 

6.  Other  state  aid  and  grants.  The 
per  capita  and  percentage  amounts 
for  other  state  aid  and  grants  in  Ta- 
bles 1  and  2  point  to  a  break  at  25,000 
in  population  for  this  revenue  source. 

The  phenomenon  of  grantsman- 
ship  explains  win  the  study's  mu- 
nicipalities above  25,000  in  popula- 
tion receive  more  state  aid  and  grants 
for  operating  purposes  than  the 
smaller  municipalities.  A  grants- 
manship  effort  must  be  mounted 
to  get  such  aid  and  grants,  which 
often  requires  expertise  and  re- 
sources diat  the  larger  cities  can  afford 
but  the  smaller  ones  often  cannot. 

However,  a  few  of  the  study's  small 
cities  and  towns  received  a  signifi- 
cant per  capita  amount  in  other  state 
aid  and  grants  in  1974-75.  For  exam- 
ple, Wallace,  with  only  3,020  people, 
ranked  second  on  this  source.  Wal- 
lace did  well  largely  because  local  of- 
ficials there  actively  sought  outside 
funding  for  specific  purposes. 

Water-sewer  gross  receipts.  On  the 
average  percentage  distributions 
shown  in  Table  2,  water-sewer  gross 
receipts  show  an  inverse  relation  to 
municipal  size  among  the  population 
classes  above  1,000  population.  On 
the  average  per  capita  distributions 
shown  in  Table  1.  there  is  a  much 
less  pronounced  inverse  relationship 
between  municipal  size  and  water- 
sewer  gross  receipts.  For  munici- 
palities in  each  population  class  from 
1,000  to  24,999  people,  water-sewer 
gross  receipts  are  above  S50  per 
capita.  However,  such  receipts  drop 
to  $40.53  per  capita  for  cities  with 
25,000  to  49,999  people  and  then  re- 
turn to  a  $45+  level  for  the  two  popu- 
lation classes  above  50.000. 

Municipal  size  seems  to  have  little 
relation  to  whether  a  town's  water- 
sew  er  system  is  self-supporting. 
Again,  a  self-supporting  system  is  de- 
fined as  one  in  which  water-sewer 
system  gross  receipts  exceed  operat- 
ing expenses,  interest  on  outstanding 
debt,  and  depreciation.19  (See  Table  6.) 


19.  Calculation  of  whether  the  water- 
sewer  systems  of  the  study's  cities  are 
self-supporting  vv;is  based  on  the  revenue 


The  data  in  Table  6  make  it  clear 
that  the  proportion  of  self-supporting 
water-sewer  systems  does  not  vary 
among  the  study's  municipal  popula- 
tion classes.  This  proportion  is  ap- 
proximately a  half  in  each  class,  ex- 
cept for  the  towns  with  500  to  999 
people.  In  this  class,  six  of  the  nine 
towns  have  self-supporting  water- 
sewer  systems.  Although  the  study's 
data  are  not  presented  here,  the  ex- 
tent to  which  the  study's  municipal 
water-sewer  systems  are  or  are  not 
self-supporting  also  does  not  vary 
consistently  with  municipal  size.  Fi- 
nally, whether  a  water-sewer  system 
is  self-supporting  bears  no  relation- 
ship to  the  level  of  per  capita  water- 
sewer  systems  gross  receipts  among 
the  study's  municipalities.  Of  the 
study's  15  municipalities  with  the 
highest  per  capita  water-sew  er  gross 
receipts,  six  are  self-supporting.  And 
of  the  study's  15  municipalities  with 
the  lowest  per  capita  water-sewer 
gross  receipts,  seven  are  self- 
supporting. 

One  factor  that  affects  water-sewer 
gross  receipts  per  capita  and  as  a  per- 
centage of  operating  revenue  is  the 
presence  of  industries  that  use  a  lot  of 
water.  For  example,  Valdese,  which 
ranks  first  among  the  study's  munic- 
ipalities in  per  capita  water-sewer 
gross  receipts,  has  several  textile 
plants  drat  use  large  amounts  of  water. 

A  factor  that  underlies  low  water- 
sewer  gross  receipts  is  the  absence  of 
a  municipal  sewer  system.  Since 
sewer  charges  are  usually  set  at  some 
percentage  of  water  charges  (typi- 
cally close  to  100  per  cent),  the  ab- 
sence of  a  sewer  system  can  halve 
water-sewer  gross  receipts.  One  of 
the  study's  small  municipalities  did 
not  have  a  public  sewer  system  in 
1974-75.  Residents  used  privately 
owned  septic  systems.  As  a  result, 
this  municipality  ranked  fourth  from 
the  bottom  among  the  study's 
municipalities  in  per  capita  water- 
sewer  gross  receipts. 

Economies  of  scale  also  no  doubt 
affect  per  capita  water-sewer  gross 
receipts.  This  may  be  why  such  re- 
ceipts average  $10  lower  for  the  pop- 
ulation classes  above  25,000  than  lor 


.iiid  expense  summaries  for  the  water- 
sewer  utilities  in  the  1974-75  annual  audit 
reports  ot  these  cities. 
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the  population  classes  between  1,000 
and  24,999.  Assuming  that  water- 
sewer  rates  are  set  to  bring  in  receipts 
at  or  near  costs  (which  includes 
operating  expenses,  depreciation, 
and  interest  on  water-sewer  debt), 
which  is  true  in  two-thirds  of  the 
study's  municipalities,  economies  of 
scale  may  permit  the  cities  above 
25,000  in  population  to  cover  water- 
sewer  operating  costs  with  per  capita 
gross  receipts  well  below  the  per 
capita  gross  receipts  needed  to  cover 
such  costs  in  the  towns  with  less  than 
25,000  people. 

Electric/gas  systems  net  receipts. 
These  receipts  are  notably  less  on  the 
per  capita  and  percentage  distribu- 
tions for  the  study's  municipalities 
below  10,000  in  population  than  for 
those  above  this  population  level. 

Part  of  this  difference  arises  from 
the  fact  that  electric  cities  make  up  a 
smaller  portion  of  the  sample  in  the 
population  classes  below  10.000  than 
in  those  above  10.000.  Table  7  shows 


the  number  of  electric  cities  in  each 
population  class  and  average  elec- 
tric/gas net  receipts  per  capita  and  as 
a  percentage  of  operating  revenue  by 
class  for  the  study's  17  electric  cities. 
Although  the  split  at  10,000  in 
population  for  electric/gas  net  re- 
ceipts is  reduced  by  looking  at  only 
the  17  electric  cities,  it  is  still  there. 
Except  for  the  percentage  for  the 
single  city  in  the  500-999  class,  the 
study's  electric  cities  below  10,000 
have  lower  electric/gas  net  receipts 
per  capita  and  as  a  percentage  of 
operating  revenue  on  average  than 
the  study's  electric  cities  above 
10,000.  The  average  per  capita 
electric/gas  net  receipts  for  the  six 
cities  below  10,000  is  $23.38.  This 
average  for  the  municipalities  above 
10,000  is  S47.70.  The  six  munici- 
palities with  less  than  10,000  people 
receive  an  average  of  13.8  per  cent  of 
operating  revenue  from  electric/gas 
net  receipts,  while  the  11  cities  above 
10,000  in  population  get  an  average 


Table  6 

Number  of  Self-Supporting  Water-Sewer  Systems 

59  Selected  North  Carolina  Municipalities 

Organized  by  Population  Class 

Fiscal  Year  1974-75 


Number  of  Municipalities 

Population  Class 

Total 

Self-supporting 

Not  Self-supporting 

500-999 

9 

6 

3 

1,000-2,499 

11 

5 

6 

2,500-9,999 

13 

6 

7 

10,000-24,999 

12 

5 

7 

25,000-49,999 

4 

2 

2 

50,000-99,999 

5 

3 

2 

100,000  or  more 

5 

2 

3 

Totals 

59 

29 

30 

Table  7 

Average  Per  Capita  and  Percentage  Electric/Gas  System  Net  Receipts 

17  Selected  North  Carolina  Municipalities 

Organized  by  Population  Class 

Fiscal  Year  1974-75 


Average 

Average 

Number  of 

Per  Capita 

Percentage 

Population  Class 

Municipalities 

Amount 

Amount 

500-999 

N=l 

$31.73 

28.8% 

1,000-2,499 

N=2 

18.21 

11.0 

2,500-9,999 

N=3 

24.06 

10.4 

10,000-24.999 

N=6 

50.83 

19.8 

25,000-49,999 

N=2 

42.73 

19.4 

50,000-99.999 

N=3 

43.42 

lh  s 

Note:  None  of  the  five  cities  above  100,000  in  population  has  an  electric  or  gas  distribution  system. 


of  18.2  per  cent  of  operating  revenue 
from  such  receipts. 

Why  do  the  study's  municipalities 
above  10,000  have  electric  gas  sys- 
tems that  yield  higher  net  receipts 
per  capita  and  as  a  percentage  of 
operating  revenue  than  munici- 
palities below  10.000?  Economies 
of  scale  are  one  explanation.  The 
electric/gas  systems  in  the  medium- 
sized  and  large  municipalities  serve 
more  customers  and  can  spread  the 
fixed  costs  involved  in  operating  an 
electric/gas  system  over  a  greater 
number  of  units  of  output  than  the 
electric/gas  systems  in  smaller 
municipalities.  Thus,  as  we  move 
from  the  smaller  to  the  larger 
electric/gas  systems,  the  cost  per  unit 
of  output  declines;  the  spread  be- 
tween electric/gas  system  total 
operating  costs  and  gross  receipts 
widens  —  assuming  that  retail  cus- 
tomer charges  are  set  at  prevailing 
commercial  rates  for  electric  power 
and  gas.  The  final  result  is  that 
electric/gas  system  net  receipts  both 
per  capita  and  as  a  percentage  of 
operating  revenue  increase  as  we 
move  from  the  smaller  to  the  larger 
electric/gas  systems. 

Of  course,  pricing  or  rate  policy 
also  affects  electric/gas  system  net  re- 
ceipts. Of  the  study's  17  electric 
cities,  12  set  their  electric  and  gas 
rates  at  the  same  levels  as  the  rates  of 
private  power  and  gas  companies 
operating  in  their  areas.  Four  set 
their  rates  slightly  below  those 
charged  by  the  private  companies, 
and  one  charges  at  levels  slightly 
above  the  private  utility  rates. 
Whether  a  city  sets  its  rates  equal  to. 
slightly  below,  or  a  little  above  pri- 
vate utility  company  rates  has  no  sig- 
nificant effect  on  per  capita  electric- 
gas  net  receipts  among  the  study's 
electric  cities.  Nevertheless,  it  is  only 
reasonable  to  expect  that  when  an 
electric  city  sets  its  retail  rates  well 
above  or  below  those  charged  by  pri- 
vate utility  companies  (and  other 
electric  cities),  electric  gas  net  re- 
ceipts per  capita  and  as  a  percentage 
of  operating  revenue  will  be  lower  or 
higher  for  that  city  in  comparison 
with  such  receipts  in  other  electric 
cities.  Similarly,  if  an  electric  city  de- 
cides not  to  raise  its  rates  to  recoup 
increases  in  the  price  it  pays   for 
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power,  electric/gas  net  receipts  for 
the  city  will  be  reduced.  This 
occurred  in  one  of  the  study's  larger 
electric  systems  in  1974-75. 

Federal  revenue-sharing.  Federal 
revenue-sharing  bears  an  inverse  re- 
lationship to  municipal  size  on  the 
average  percentage  distributions  of 
Tabic  2.  It  is  12.1  per  cent  of  operat- 
ing revenue  for  the  500-999  popula- 
tion class;  9.0  to  10.0  per  cent  for  the 
1,000-49,999  classes;  and  less  than  8 
per  cent  for  each  of  the  two  classes 
above  50,000  in  population.  On  the 
average  per  capita  distributions 
shown  in  Table  1,  federal  revenue 
does  not  vary  with  municipal  size.  It 
stays  near  820  per  capita,  except  for 
the  500-999  municipalities,  where  it 
is  S  14.54  per  capita. 

The  lower  per  capita  average  of 
revenue-sharing  for  the  500-999  pop- 
ulation class  is  due  partly  to  low  per 
capita  property  taxes  for  the  towns  in 
this  class.  Because  of  low  property 
taxes,  relative  to  population,  the 
index  of  tax  effort  is  reduced.  Since 
tax  effort  is  an  important  factor  in  the 
federal  revenue-sharing  formula,  the 
towns  in  that  class  receive  relatively 
less  revenue-sharing  on  the  average 
than  municipalities  in  the  other 
classes. 

Tax  effort  includes  the  property 
tax,  local-option  sales  tax,  and  certain 
miscellaneous  local  revenues.20  The 
importance  of  tax  effort  in  determin- 
ing per  capita  federal  revenue- 
sharing  is  evident  in  the  revenue 
experiences  of  two  individual 
municipalities.  Asheville  ranks  first 
among  the  study's  62  municipalities 
in  per  capita  federal  revenue-sharing; 
and  among  some  of  the  sources  that 
comprise  tax  effort,  it  ranks  eleventh 
in  per  capita  property  taxes;  third  in 
per  capita  sales  tax  revenue;  and 
third  in  per  capita  miscellaneous 
revenue  and  charges.  Sanford  ranks 
second  among  the  study's  munici- 
palities in  per  capita  federal  revenue- 
sharing,  and  it  ranks  twelfth  in  per 
capita  property  taxes  and  fourth  in 
per  capita  sales  tax  revenue.  Of 
course,  tax  effort  is  not  the  only  vari- 


Table  8 

Average  Per  Capita  ABC  Profits  for 

40  Selected  North  Carolina  Municipalities 

Organized  by  Population  Class 

Fiscal  Year  1974-75 


Municipalities 

Number 

Number  with 

Average  Per  Capita 

Population  Class 

in  Study 

ABC  Profits 

ABC  Profits 

500-999 

11 

4 

S  2.30 

1,000-2,499 

11 

7 

18.64 

2,500-9,999 

13 

7 

6.28 

10,000-24,999 

13 

9 

4.23 

25,000-49,999 

4 

4 

2.27 

50,000-99,999 

5 

4 

4.93 

100,000  or  more 

5 

5 

4.14 

20.  See  Governor's  Revenue  Sharing 
Advisory  Committee,  General  Re- 
venue Sharing:  A  Guide  for  Local 
Governments  in  North  Carolina  (Insti- 
tute of  Government.  1973). 


able  in  the  revenue-sharing  formula. 
Per  capita  income  is  another  key 
variable,  and  it  no  doubt  contributes 
to  variation  among  the  study's 
municipalities  in  per  capita  federal 
revenue-sharing. 

Other  federal  aid.  Tables  1  and  2 
show  that  the  cities  above  100,000  in 
population  have  much  more  of  other 
federal  aid  for  operating  purposes  on 
the  average  than  municipalities  in 
any  of  the  study's  other  population 
classes.  One  reason  for  this  is  that 
only  the  largest  cities  could  qualify 
for  the  major  federal  aid  programs 
that  were  available  for  operating  pur- 
poses in  1974-75.  For  example,  in 
Winston-Salem,  which  ranks  first 
among  the  study's  municipalities  in 
other  federal  aid  per  capita,  the  lion's 
share  of  this  aid  was  comprehensive 
employment  and  training  act  money, 
which  was  available  only  to  the 
largest  cities  of  the  state  in  1974-75. 
Another  reason  is  that  the  largest 
cities  are  able  to  afford  a  major 
grantsmanship  effort.  As  with  "other 
state  aid  and  grants''  the  smaller 
cities  and  towns  are  less  able  to  do 
this. 

Distributed  ABC  profits.  Tables  1 
and  2  show  no  clear  or  consistent  re- 
lationship between  municipal  size 
and  distributed  ABC  profits.  The  N 
for  each  population  class  in  these  ta- 
bles equals  the  number  of  munici- 
palities in  the  class  regardless  of 
whether  particular  municipalities  re- 
ceived ABC  profits.  When  the  N  in 
each  class  is  reduced  to  include  only 
municipalities  with  ABC  systems  or 
those  that  participate  in  county  sys- 
tems, the  average  per  capita  and  per- 


centage ABC  amounts  in  Tables  1 
and  2  change.  The  changed  amounts 
are  presented  in  Table  8. 

Like  Tables  1  and  2,  Table  8  shows 
no  consistent  or  continuous  relation- 
ship between  distributed  ABC  profits 
and  municipal  size.  But  it  does 
suggest  that  the  larger  a  town  is,  the 
more  likely  it  is  to  receive  distributed 
ABC  profits. 

The  study's  municipalities  in  the 
1,000-2,499  population  class  have 
very  high  per  capita  and  percentage 
averages  for  ABC  profits.  The  reason 
is  that  this  class  has  several  munic- 
ipalities with  very  profitable  ABC 
systems.  For  example,  Pittsboro's 
ABC  system,  which  yields  830.33  per 
capita,  places  that  town  first  among 
the  study's  municipalities  for  this 
source.  The  reason  Pittsboro's  ABC 
system  is  so  profitable  is  that  it  serves 
not  only  the  municipality  but  also  a 
wide  surrounding  dry  area. 

One  other  factor  that  affects  distri- 
buted ABC  profits  among  the  study's 
municipalities  is  whether  the  munic- 
ipality has  it  own  ABC  system  or  par- 
ticipates in  a  county  system.  Of  the 
study's  15  top-ranking  municipalities 
in  amount  of  ABC  profits  per  capita, 
14  have  their  own  systems.21  Cor- 
nelius is  the  only  town  in  the  top  15 
that  shares  in  the  profits  of  a  count) 
system.  Moreover,  among  the  five 
largest  cities,  Greensboro  and  Win- 
ston-Salem have  their  own  ABC  sys- 
tems, and  thev  earn  86.74  and  88.00 


21.  North  Carolina  State  Board  of 
Alcoholic  Control.  Pubi  k  Revenues 
from  Alcoholic  Beverages  —  North 
Carolina  ABC  Boards  —  July  1,  1974  to 
June  30,  1975. 
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per  capita  respectively  from  their  sys- 
tems. On  the  other  hand,  Charlotte, 
Raleigh,  and  Durham  participate  in 
county  systems,  and  they  each  re- 
ceive S3  or  less  per  capita  in  distri- 
buted ABC  profits. 

Investment  earnings.  A  positive  re- 
lationship exists  between  investment 
earnings  and  municipal  size  among 
the  study's  municipal  population 
classes  on  the  average  per  capita  dis- 
tributions of  Table  1.  On  the  average 
percentage  distributions,  shown  in 
Table  2,  investment  earnings  account 
for  less  than  3  per  cent  of  operating 
revenue  in  the  under-2,500  popula- 
tion classes;  3.7  to  4.6  per  cent  of 
operating  revenue  for  the  classes  be- 
tween 2,500  and  99,999;  and  5.9  per 
cent  of  such  revenue  for  the  cities 
above  100,000. 

The  positive  relation  between  in- 
vestment earnings  and  municipal 
size  is  also  reflected  in  the  data 
shown  in  Table  9.  That  table  shows 
the  average  percentage  of  total  cash 
invested  as  of  June  30,  1975,  and  the 
average  equivalent  tax  rate  earned  by 
investments  in  1974-75  for  each 
municipal  population  class.  The  per- 
centage invested  and  equivalent  tax 
rate  figures  in  Table  9  pertain  to  all 
municipal  funds,  including  bond 
proceeds  and  federal  grants  for  capi- 
tal construction,  as  well  as  operating 
revenues. 

Table  9  shows  that  the  percentage 
of  total  cash  invested  increases  as  we 
move  from  the  smaller  to  the  larger 
population  classes.  The  average 
equivalent  tax  rate  earned  through 


investments  also  tends  to  be  greater 
in  the  population  classes  for  the 
larger  cities  than  in  those  for  smaller 
municipalities. 

What  factors  enable  the  study's 
larger  cities  to  make  relatively  great- 
er earnings  by  investing  idle  operat- 
ing cash  than  the  smaller  munic- 
ipalities? Greater  cash  flow  enables 
the  larger  cities  to  accumulate  rela- 
tively higher  cash  operating  balances 
for  investment  than  the  smaller  cities. 
Moreover,  because  the  larger 
municipalities  accumulate  greater 
sums  for  investment,  they  can  buy 
investments  in  larger  denominations, 
and  these  investments  bring  a  higher 
interest  rate  than  the  smaller  ones. 
The  larger  municipalities  also  have 
more  staff  to  plan  and  supervise  the 
investment  program  than  the  smaller 
municipalities. 

Miscellaneous  charges  and  reve- 
nue. Miscellaneous  charges  and  rev- 
enue tend  to  increase  with  municipal 
size  among  the  study's  municipal- 
ities. This  is  true  on  both  the  average 
per  capita  and  percentage  distribu- 
tions of  Tables  1  and  2. 

The  study's  larger  cities  receive 
more  revenue  per  capita  and  more 
revenue  as  a  percentage  of  operating 
revenue  from  miscellaneous  sources 
and  charges  partly  because  they  have 
more  businesses,  occupations,  and 
activities  for  which  fees  can  be 
charged  than  the  smaller  cities.  The 
larger  cities  also  have  the  stiff  and 
resources  needed  to  monitor  and  col- 
lect a  wide  range  of  miscellaneous 
fees  and  charges.   Beyond  this  we 


Table  9 

Average  Percentage  of  Total  Cash  Invested  and  Equivalent  Tax  Rate 

Earned  Through  Investments  in  62  Selected  North  Carolina 

Municipalities  Organized  by  Municipal  Size 

Fiscal  Year  1974-75 


Average 

Equivalent 

Population  Class 

°?c  Invested 

Tax  Rate  Earnings 

500-999 

74.3% 

7  cents  per  S100 

1,000-2,499 

84.8 

9  cents  per  S100 

2,500-9,999 

83.4 

12  cents  per  S100 

10,000-24,999 

87.3 

10  cents  per  $100 

25,000-49,999 

96.1 

17  cents  per  S100 

50,000-99,999 

93.1 

13  cents  per  $100 

100,000  or  more 

99.7 

19  cents  per  $100 

must  look  at  several  individual 
sources  that  make  up  miscellaneous 
revenue  and  charges. 

1.  Privilege  licenses.  Average  per 
capita  revenue  from  this  source  tends 
to  increase  as  we  move  up  from  the 
study's  smallest-size  population 
class.  One  contributing  factor  is  that 
the  North  Carolina  General  Statutes 
set  dollar  limits  on  privilege  license 
charges,  and  for  some  licenses  these 
van.'  with  municipal  size.  For  exam- 
ple. Durham  can  charge  $100  for  an 
undertaker's  privilege  license,  while 
Tarboro  can  charge  only  S10  for  such 
a  license.22 

2.  Solid  waste  fees.  Although  aver- 
age per  capita  revenue  from  this 
source  varies  considerably  among  the 
municipal  population  classes,  this 
variation  depends  not  on  size  but 
rather  on  whether  particular  munici- 
palities impose  such  fees  and  the  na- 
ture of  the  fees.  A  little  over  half  of 
the  study's  municipalities  impose 
solid  waste  fees,  but  in  most,  the  fees 
are  for  special  collections  and  are  not 
fiscally  significant  —  less  than  1  per 
cent  of  operating  revenue.  However, 
a  few  municipalities  —  like  Wil- 
mington, Monroe,  and  Wallace  — 
impose  solid  waste  fees  for  regular 
garbage  collection,  and  the  fees  there 
amount  to  as  much  as  4  or  5  per  cent 
of  operating  revenue. 

3.  Parking  fees.  Average  per  capita 
revenue  from  this  source  is  much 
greater  in  the  study's  two  largest 
population  classes  than  in  the  other 
population  classes.  Two  factors  ac- 
count for  this.  First,  many  of  the 
study's  smaller  municipalities  charge 
no  parking  fees  at  all.  Second,  most  of 
the  small  and  medium-sized  munic- 
ipalities that  do  charge  such  fees  do 
so  only  on  street-metered  parking. 
On  the  other  hand,  the  cities  above 
50,000  (and  some  cities  below 
50.000)  charge  fees  for  street  metered 
parking  and  also  operate  parking  lots 
and  decks.  For  example,  Winston- 
Salem,  which  ranks  third  among  the 
study's  municipalities  in  per  capita 
revenue  from  parking  fees,  has  three 
parking  decks  and  numerous  parking 
lots. 

(continued  on  p.  45] 


Source:  The  average  percentage  invested  and  tax  rate  equivalent  earnings  by  population  class  were  calculated  from 
data  in  the  North  Carolina  Local  Government  Commission's  "Cash.  Investments  and  Tax  Collections  at  June  30,  1975' 
(Raleigh.  North  Carolina:  State  Treasurer.  October  1975) 


22.  N.C.  Gen.  Stat.  §  10546. 
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Projecting  Local  Government  Revenue 


Charles  D.  Liner 


We  cannot  foresee  changes  in  the 
many  economic,  political,  and  ad- 
ministrative factors  that  affect  local 
government  revenue.  Nor  can  we  ex- 
pect statistical  methods,  techniques, 
or  computers  to  do  the  impossible. 
Still,  certain  methods,  techniques, 
and  approaches  can  aid  local  gov- 
ernments in  estimating  future  rev- 
enue. By  analyzing  current  trends 
and  the  forces  that  underlie  them,  we 
can  make  a  projection  of  future  rev- 
enue. 

Projection:  An  estimate  of  future 
possibilities  based  on  current 
trends. 

Webster's  Dictionary 

The  key  to  good  projections  is  good 
analysis.  Good  analysis  requires  un- 
derstanding the  revenue  system  and 
the  forces  or  events  that  have  affected 
past  revenues,  having  adequate  and 
timely  information,  and  exercising 
good  judgment.  This  article  presents 
an  introduction  to  one  approach  — 
time-series  analysis.  Although  this 
approach  incorporates  certain  statis- 
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more  about  time-series  analysis  and  other 
methods  of  forecasting  and  projecting 
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Inc.,  1955),  and  Steven  C.  Wheelwright 
and  Spyros  Makridakis,  Forecasting 
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tical  methods  that  may  be  helpful,  the 
value  of  the  approach  lies  in  its  em- 
phasis on  analyzing  current  trends  In- 
dividing  the  past  record  of  collections 
(the  time  series)  into  its  component 
parts  and  using  this  analysis  as  the 
basis  for  making  projections. 

For  a  revenue  projection  method  to 
be  useful  to  local  governments,  it 
must  meet  certain  criteria: 

—  It  must  be  straightforward  and 
uncomplicated  so  that  local  offi- 
cials untrained  in  mathematics, 
statistics,  or  economics  can  use  it 
during  the  budgeting  process. 

—  It  must  require  only  information 
or  data  that  are  easily  obtainable 
on  a  timely  basis  from  local  gov- 
ernment administrative  records  or 
from  the  state  government. 

—  Finally,  it  must  be  possible  for  the 
required  calculations  to  be  per- 
formed manually  rather  than  1>\ 
computer,  since  many  local  gov- 
ernments do  not  have  computers. 

Some  methods  proposed  for  local 
government  revenue  projections  — 
for  example,  multivariate-regression 
analysis  —  do  not  meet  diese  criteria. 
Time-series  analysis,  on  the  other 
hand,  is  a  method  that  can  be  under- 
stood easily  and  requires  only  simple 
computations  that  can  be  performed 
on  a  hand-held  calculator.  It  does  not 
require  projections  or  current  data 
on  population,  per  capita  income, 
retail  sales,  gross  national  product, 
or  other  variables.  Instead,  it  in- 
volves analysis  of  data  readily  avail- 
able from  internal  records  or  recent 
state  government  reports.  Even  when 


a  computer  is  available,  manual  com- 
putations and  graphing  techniques 
are  preferable  to  use  because  they 
give  the  analyst  a  better  "feel"  for 
factors  that  affect  revenues.  Finally, 
the  projections  can  be  understood 
by  members  of  governing  boards, 
who  are  responsible  for  the  budget 
and  for  making  long-range  plans. 

The  first  step  in  making  a  time- 
series  analysis  is  to  separate  total 
revenue  into  its  major  components  — 
funds,  local  revenues,  state-shared 
and  state-collected  revenues,  and  in- 
dividual revenue  sources.  This 
break-down  is  necessary  because  dif- 
ferent sources  are  affected  by  differ- 
ent variables  and  because  budgeting 
requires  some  separation  of  revenue 
sources.  Once  total  revenue  is  sepa- 
rated into  its  components,  the  analyst 
must  decide  whether  to  analyze  ac- 
tual revenues  or  the  base  of  the  rev- 
enue source.  For  example,  property 
tax  revenue  is  the  result  of  several 
factors  —  the  total  assessed  value  of 
taxable  property  (the  base),  the  tax 
rate,  and  the  collection  rate;  there- 
fore, the  base  should  be  projected 
separately  from  the  tax  rate  and  the 
collection  rate.  It  may  be  necessary  to 
divide  the  property  tax  base  into  its 
components  —  real  versus  personal 
property  or  residential  versus  com- 
mercial property.  For  other  revenue 
sources  it  may  be  infeasible  or  un- 
necessary to  analyze  the  base.  For 
example,  it  is  usually  sufficient  to 
analyze  retail  sales  tax  collections 
rather  than  retail  sales,  which  is  the 
base,  because  the  tax  rate  is  not  ex- 
pected to  change  and  because  the 
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composition  of  the  base  is  not  likely 
to  change  in  a  way  that  will  affect 
revenues  significantly. 

Once  the  analyst  has  broken  down 
the  revenues  into  components,  he 
must  decide  how  to  allocate  his  time. 
Usually  it  does  not  pay  to  spend 
much  time  on  minor  revenue  sources. 
These  sources  can  be  projected  by 
using  the  previous  year's  collections 
or  by  using  the  department  heads' 
judgment.  The  analyst  should  devote 
most  of  his  attention  to  important 
revenue  sources. 

The  next  step  is  to  collect  the  his- 
torical record  of  actual  collections  or 
the  tax  base  for  each  year.  This 
chronological  series  of  data  is  a  "time 
series."  A  time-series  component  is  a 
factor  that  causes  the  time  series  to 
change  over  time.  The  object  ot 
time-series  analysis  is  to  break  the 
time  series  down  into  its  components 
in  order  to  analyze  the  components 
separately.  Four  types  of  components 
will  concern  us  —  trend,  cyclical, 
seasonal,  and  irregular.  These  are 
discussed  below. 


Time-series  components 

Trend.  A  trend  is  a  continuing  direc- 
tion of  movement  in  the  time  series. 
The  trend  is  the  most  important  type  oi 
time-series  component  for  use  in 
projecting  local  government  revenue 
because  many  revenue  sources  are  af- 
fected by  long-term  trends  in  underly- 
ing economic  and  demographic  vari- 
ables. Communities  with  growing 
population  and  increased  economic  ac- 
tivity are  likely  to  have  an  upward 
trend  in  their  property  tax  base  and  in 
retail  sales  tax  collections.  A  dramatic 
example  of  a  downward  trend  appears 
in  Figure  1,  which  shows  the  time 
series  of  parking  fee  revenue  in 
Durham.  The  downward  trend  in  rev- 
enue is  due  to  the  long-term  down- 
ward trend  in  shopping  and  commer- 
cial activity  in  Durham's  central  busi- 
ness district. 

Underlying  trends  in  population  and 
economic  activity  that  are  stable  over 
time  can  be  used  to  project  revenue  if 
we  can  assume  that  the  same  trends 
will  continue  or  if  we  can  forecast  fu- 
ture changes  that  may  occur  in  the 
trends.  Population  trends  are  not  en- 
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Figure  1 
Parking  Meter  Receipts.  City  of  Durham 
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tirely  stable  over  time  because  they 
depend  on  changes  in  birth,  death,  and 
migration  rates.  But  these  rates  do  not 
change  dramatically  or  unexpectedly 
over  short  periods  of  time,  and  we  are 
generally  aware  of  changes  that  are  oc- 
curring. In  fact,  past  changes  in  birth 
rates,  such  as  the  "baby  boom"'  after 
World  War  II  and  recent  declines  in 
birth  rates,  provide  good  clues  to  future 
changes  in  family  formations,  school 
enrollments,  age  distribution,  and 
other  factors  that  will  affect  local  gov- 
ernments. 

Similarly,  although  economic  activ- 
ity is  very  susceptible  to  business  cycle 
influences,  economic  growth  or  de- 
cline in  local  areas  is  usually  based  on 
fundamental  trends  that  can  be  ex- 
pected to  continue  for  several  years. 
For  example,  in  the  1960s  and  early 
1970s  the  southern  states  have  had 
economic  growth  rates  higher  than 
those  in  other  regions  of  the  country, 
and  die  basic  economic  and  social  fac- 
tors that  contributed  to  these  growth 
rates  should  continue  in  die  near  fu- 
ture. One  of  the  most  pervasive  causes 
of  population  and  economic  change  in 
recent  decades  has  been  the  long-term 
downward  trend  in  the  rural  iarm  pop- 
ulation and  the  large  increase  in  urban 
and  nonfarm  rural  population.  Another 
basic  trend  that  has  had  important  im- 
plications for  local  governments  is  the 


decentralization  of  economic  activity 
within  communities.  Growth  has 
tended  to  occur  outside  or  at  the  edge 
of  municipal  boundaries,  and  as  a  re- 
sult many  central  business  districts 
have  declined  and  changed  in  charac- 
ter. 

Thus  a  key  to  analyzing  local  gov- 
ernment revenue  is  to  analyze  basic- 
trends  that  affect  the  local  revenue 
base.  Current  trends  are  the  best  indi- 
cation ol  future  trends,  providing  the 
basis  for  making  assumptions  about  the 
future  and  alerting  us  to  those  factors 
that  may  change  in  the  future  and  thus 
affect  future  revenue. 

Cyclical  factors.  Revenues  may  be 
affected  by  cyclical,  or  wavelike, 
movements  that  occur  irregularly 
over  a  period  of  several  years.  Three 
types  of  cycles  may  affect  revenues: 
business  cycles,  interest-rate  cycles, 
and  stock-market  cycles.  Although  re- 
lated, they  must  be  analyzed  sepa- 
rately. 

The  most  important  cyclical  influ- 
ence on  local  revenues  is  the  busi- 
ness cycle,  wavelike  fluctuations  in 
the  general  level  of  economic  activi- 
ty. Business  cycles  tend  to  affect  al- 
most all  economic  activities  and  are 
characteristic  of  modern  industrial 
economies  in  which  economic  deci- 
sions   are    largely    decentralized. 
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Production,  employment,  income,  re- 
tail sales,  property  values,  and  prices 
affect  local  revenues  either  directly 
or  indirectly  and  are  affected  by  the 
phases  of  the  business  cycle  —  ex- 
pansion, downturn,  contraction,  and 
recovery.  Business  cycles  do  not 
occur  regularly,  and  it  is  difficult  to 
foresee  their  occurrence  or  their  size. 

In  projecting  revenues,  it  is  impor- 
tant to  have  some  appreciation  of  the 
current  state  of  the  economy  and  the 
current  phase  of  the  business  cycle. 
Although  the  analyst  cannot  be  ex- 
pected to  make  sophisticated  eco- 
nomic forecasts,  he  should  be  aware 
of  current  analyses  and  forecasts  of 
economic  conditions,  which  are  re- 
ported frequently  in  newspapers, 
news  magazines,  financial  publica- 
tions, and  government  publications. 

If  revenue  projections  are  to  be 
based  on  past  trends  in  revenue  col- 
lections, it  is  essential  to  analyze  the 
effects  of  previous  business  cycles. 
The  historical  pattern  of  business  cy- 
cles can  be  seen  in  time  series  of 
gross  national  product,  industrial 
production  indexes,  employment,  or 
unemployment  rates.  Figure  2  shows 
the  Federal  Reserve  Board  index  of 
industrial  production  from  1950  to 
mid-1977.  The  major  downturns,  or 
recessions,  are  readily  apparent.  The 
most  recent  recession  began  in  1973 
as  a  "business  slowdown"  that  in  the 
fall  of  1974  turned  unexpectedly  into 


the  most  severe  recession  of  the 
postwar  period.  In  the  few  months 
between  November  1974  and  April 
1975,  when  the  index  bottomed  out, 
the  index  fell  from  121.7  to  109.9,  a 
drop  of  over  9  per  cent.  The  North 
Carolina  economy  suffered  immedi- 
ate effects  and  fared  worse  than  most 
states.  Massive  layoffs  occurred 
throughout  the  state,  and  11.6  per 
cent  of  those  eligible  were  drawing 
unemployment  compensation  by 
March  1975.  After  spring  1975,  how- 
ever, the  economy  recovered  stead- 
ily, and  by  mid-1977  the  industrial 
production  index  was  above  138. 

The  effect  of  business  cycles  on  tax 
revenues  is  usually  not  as  dramatic  as 
the  effects  on  such  economic  vari- 
ables as  production,  income,  and 
employment.  Tax  revenues  may  not 
fall  precipitously  during  recessions, 
and  they  may  not  increase  propor- 
tionately during  expansions.  People 
who  become  unemployed  during  re- 
cessions must  still  buy  food,  utilities, 
and  housing.  Unemployment  com- 
pensation and  personal  savings  per- 
mit many  families  to  maintain  their 
standard  of  living.  Since  property  is 
usually  assessed  only  every  eight 
years,  normally  the  property  tax  base 
would  not  fall  even  if  property  values 
fall,  hut  growth  in  the  property  tax 
base  may  lessen  and  some  collections 
may  be  delayed.  Sales  tax  collections, 
franchise  tax  revenues,  and  privilege 


Figure  2 

Federal  Reserve  Board  Index  of  Total  Industrial  Production, 
1950  to  mid-1977 
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license  tax  collections  should  not  re- 
flect the  full  extent  of  economic  re- 
cessions. 

Cyclical  fluctuations  in  interest 
rates  have  two  effects  on  local  gov- 
ernment revenue:  they  affect  the  cost 

—  and  therefore  the  desirability  or 
feasibility  —  of  government  borrow- 
ing, and  they  affect  the  property  tax 
by  influencing  the  amount  of  new 
construction,  which  is  sensitive  to 
changes  in  mortgage  rates. 

A  final  but  less  important  cyclical 
effect  in  North  Carolina  comes  from 
stock-market  cycles.  Since  the  value 
of  stocks  owned  by  residents  is  part  of 
the  base  of  the  intangible  property- 
tax,  revenue  from  this  tax  may  re- 
spond somewhat  to  fluctuations  in 
stock  prices. 

Seasonal  components.  Revenue  col- 
lections during  the  course  of  a  year 
may  vary  according  to  seasonal  influ- 
ences. For  example,  parking  fee  rev- 
enues and  retail  sales  tax  collections 
will  vary  with  seasonal  patterns  of 
shopping.  Utility  franchise  tax  collec- 
tions, which  depend  on  consumption 
of  electricity  and  gas,  will  also  vary 
with  the  season.  Recreational  fee  rev- 
enues will  usually  be  much  higher  in 
summer  than  in  winter.  In  these  cases 
revenue  collections  vary  seasonally 
because  the  base  varies  seasonally. 
Legal  and  administrative  provisions  of 
revenue  sources  are  another  important 
cause  of  seasonal  variations.  For  exam- 
ple: most  property  tax  collections  occur 
in  the  late  fall;  local  governments  re- 
ceive their  share  of  state-shared  and 
state-collected  taxes  quarterly . 

In  analyzing  and  projecting  rev- 
enues it  is  usually  necessary  to 
examine  both  annual  and  monthly  time 
series.  Normally,  one  analyzes  annual 
data  to  study  long-term  trends  and 
cyclical  influences,  but  in  making 
projections  for  the  coming  fiscal  year  it 
is  often  necessary  to  examine  monthly 
dabi  for  the  most  recent  years.  Annual 
data  will  not  reflect  seasonal  variations 

—  the  only  components  will  be  the 
trend,  cyclical,  and  irregular  compo- 
nents; but  in  a  monthly  time  series,  the 
seasonal  component  may  have  the 
strongest  influence  on  variations. 

Figure  3  demonstrates  seasonal  vari- 
ation in  retail  sales  tax  collections. 
Sales  tax  collections  increase  dramati- 
cally in  December  because  of  Christ- 
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mas  shopping.  Since  we  are  interested 
in  the  long-term  trend  underlying  the 
monthly  data,  we  must  smooth  out  the 
seasonal  variation  to  establish  tin- 
trend.  This  can  be  done  by  calculating 
a  twelve-month  moving  average  and 
plotting  the  average  in  the  seventh 
month.  (The  box  on  page  36  shows  how- 
to  calculate  a  moving  average.)  The 
twelve-month  moving  average  elimi- 
nates the  seasonal  variation  and  also 
smooths  variations  due  to  irregular  and 
cyclical  influences;  the  plotted  average 
indicates  the  underlying  trend,  al- 
though cyclical  influence  may  also  be 
revealed.  For  example,  in  Figure  3  re- 
tail sales  tax  collections  exhibit  a  strong 
upward  trend,  but  the  dip  in  the  mov- 
ing average  during  1974  and  1975  re- 
flects the  cyclical  effect  of  the  recession 
that  occurred  in  those  years. 

During  the  course  of  a  year  it  may  be 
useful  to  analyze  monthly  collections 
from  some  local  or  state  sources  to  see 
whether  collections  are  in  line  with 
previous  estimates  and  to  detect  cycli- 
cal or  other  changes  that  may  be  affect- 
ing collections.  But  it  is  often  very  dif- 
ficult to  analyze  weekly  or  monthly  col- 
lection data  because  of  seasonal  or  ir- 
regular influences.  For  example,  un- 
usually large  collections  may  occur  in 
one  period  or  differences  in  the  num- 
ber of  business  days  in  each  month 
may  affect  collections.  A  good  example 
is  provided  by  the  record  of  monthly 
gasoline  tax  collections  shown  in  Fig- 
ure 4.  It  shows  a  seemingly  erratic  pat- 
tern of  collections.  Calculating  and 
plotting  a  seven-month  moving  aver- 
age, as  shown  in  Figure  4,  reveals  a 
regularly  occurring  seasonal  pattern. 
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Monthly  collections  of  gasoline  taxes 
tall  in  die  winter  months  and  then  in- 
crease during  the  spring  and  summer 
as  the  number  of  miles  driven  in- 
creases. The  seven-month  moving  av- 
erage also  smooths  out  unusual  varia- 
tions in  collections.  For  example,  col- 
lections were  unusually  low  in  April 
1973  and  unusually  high  in  the  follow- 
ing month,  presumably  because  some 
collections  that  normally  would  have 
occurred  in  April  were  collected  in 
May.  The  seven-month  moving  aver- 
age smooths  these  large  variations  and 
shows  them  to  be  in  line  with  the  nor- 
mal pattern  of  collections. 

A  moving  average  of  less  than  twelve 


Figure  3 
Monthly  Collections,  N.C.  3%  Retail  Sales  and  Use  Tax,  1970-1976 
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months  also  gives  an  indication  of 
trend  and  cyclical  effects  without  com- 
pletely eliminating  the  seasonal  com- 
ponent. The  seven-month  moving  av- 
erage plotted  in  Figure  4  permits  the 
trend  of  collections  from  year  to  year  to 
be  evaluated.  For  years  before  1973, 
the  seven-month  moving  average 
would  reveal  a  continuing  increase  in 
the  level  of  seasonal  collections.  The 
moving  average  for  1973  is  similar  to 
that  of  1972  but  at  a  higher  level.  How- 
ever, the  sharp  increase  in  gasoline 
prices  late  in  1973  and  early  1974  had 
an  important  effect  on  gasoline  con- 
sumption and  therefore  on  revenue 
collections,  which  are  based  on  the 
number  of  gallons  sold.  This  effect  is 
not  immediately  apparent  from  actual 
collections  but  is  readily  apparent  from 
the  moving  averages.  The  moving  av- 
erage for  1974  shows  the  same  seasonal 
pattern  but  at  a  lower  level,  while  the 
moving  average  for  1975  appears  to  be 
roughly  at  the  same  level.  This  pattern 
is  confirmed  by  total  collections  for 
calendar  years  —  collections  increased 
6  per  cent  in  1973,  declined  2.6  per 
cent  in  1974,  and  increased  only  1.4 
per  cent  in  1975. 

Irregular  components.  Irregular 
components  of  time  series  include  a 
multitude  of  possible  events,  legal 
and  administrative  changes,  or  other 
factors  unrelated  to  trend,  cyclical,  or 
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seasonal  components.  Irregular  com- 
ponents show  up  as  deviations  from 
the  trend  or  from  cyclical  patterns. 
We  should  devote  our  time  and  ef- 
forts to  analyzing  the  trend  and  cycli- 
cal components  and  those  irregular 
components  that  can  be  explained 
easily  or  have  had  significant  effects 
on  revenues.  Since  so  many  factors  or 
variables  can  affect  revenues,  and 
since  these  factors  or  variables 
change  constantly,  almost  every 
number  in  a  time  series  will  be  af- 
fected by  irregular  or  erratic  compo- 
nents. 'We  have  neither  enough  in- 
formation nor  enough  time  to  investi- 
gate each  variation  from  the  trend  or 
cyclical  pattern. 

For  some  revenue  sources  the  ir- 
regular components  may  have  such 
an  important  effect  on  revenues  that 
no  trend  or  cyclical  components  are 
apparent.  This  may  be  true,  for 
example,  of  a  time  series  of  water  tap 
charges.  These  charges  are  assessed 
when  a  home  or  building  is  con- 
nected to  a  public  water  system,  not 
necessarily  when  the  structure  is 
built.  The  amount  of  water  tap 
charges  may  depend  on  such  irregu- 
lar events  as  the  extension  of  sewer 
line  to  an  existing  neighborhood,  an- 
nexation, the  construction  of  a  new- 
industrial  plant,  additions  to  water 
system  capacity,  or  construction  of 
new  homes  near  existing  water  lines. 
R<  \  iiiue  from  parking  fines  may  vary 
with  administrative  policies  regard- 
ing enforcement.  Other  revenue 
sources  that  are  likely  to  have  strong 
irregular  components  are  the  munic- 
ipal property  tax  (due  to  annexations 
or  revaluations),  sewer  assessments, 
sewer  charges,  street  cut  revenues, 
and  interest  on  investments  of  idle 
cash. 

For  some  of  these  sources,  analysis 
of  trend  and  cyclical  components  may 
not  be  very  helpful  in  projecting  rev- 
enues; for  others,  such  as  the  prop- 
erty tax.  the  analysis  must  account 
explicitly  for  irregular  components 
such  as  annexations  and  revaluations 
as  well  as  trend  and  cyclical  compo- 
nents. It  may  be  possible  to  discover 
si  niir  pattern  or  causative  factor  as- 
sociated with  variations  and  to  use 
tins  information  in  estimating  future 
revenue.  Sometimes  it  may  be  ap- 
propriate merely  to  use  some  rough 


average  or  an  informed  guess  to  esti- 
mate future  revenues,  especially  if 
the  amount  is  not  large  relative  to 
total  revenue.  In  any  event,  the  time- 
series  analysis  methods  discussed 
below  will  be  of  little  value  when  the 
irregular  component  overwhelms 
trend,  cyclical,  or  other  components. 

For  revenue  sources  that  are  not 
overwhelmingly  affected  by  irregular 
components  and  have  important 
trend  or  cyclical  components,  two 
types  of  irregular  components  are 
very  important  in  analyzing  local 
revenues:  tax-rate  and  tax-law  changes 
(including  enactment  of  new  taxes), 
and  specific  occasional  factors  that 
significantly  affect  revenue. 

Revenue  projections  must,  of 
course,  take  into  account  expected 
changes  in  tax  rates  and  in  the  tax 
laws,  but  past  changes  must  also  be 
taken  into  account  in  order  to  analyze 
past  trends  in  revenues.  For  example, 
a  time  series  for  municipal  franchise 
tax  revenues  from  fiscal  vears  1968- 


69  through   1971-7: 


ild  seem  to 


indicate  a  very  strong  upward  trend. 
However,  much  of  this  increase  was 
due  to  the  legislated  increase  in  the 
municipal  share  from  three-fourths  of 
1  per  cent  to  2  per  cent  of  gross  re- 
ceipts in  fiscal  year  1969-70  and  to  3 


per  cent  of  gross  receipts  in  fiscal 
year  1971-72.  Analysis  of  property  tax 
revenue  requires  distinguishing  be- 
tween tax-rate  changes  and  tax-base 
changes. 

Revenue  projections  and  analysis 
of  past  trends  must  also  take  into  ac- 
count specific  events  and  de- 
velopments that  have  had  or  are  ex- 
pected to  have  an  effect  on  revenues. 
One  example,  previously  mentioned, 
is  the  sharp  rise  in  gasoline  prices  in 
1974.  which  caused  a  decrease  in  gal- 
lons of  gasoline  purchased  and, 
therefore,  of  funds  available  for 
municipal  street  improvements  under 
the  Powell  Bill.  Revaluations  of 
property  is  another  important  exam- 
ple. The  opening  of  a  new  shopping 
center  may  affect  sales  tax  revenue  if 
it  draws  customers  from  outside  the 
county.  A  new  industrial  firm  or  the 
closing  of  an  existing  firm  may  have  a 
significant  effect  on  revenue. 

Analysis  of  trend 

For  many  local  revenue  sources  the 
trend  component  will  have  a  strong 
influence;  therefore  analysis  of  the 
trend  component  will  be  the  basis  for 
making  projections.  Once  the  trend  is 
estimated,  the  influence   of  cvclical 


Calculating  a  Moving  Average 

For  a  three-month  moving  average,  add  the  amounts  for  the  first,  second,  and 
third  time  periods  and  divide  by  three  to  obtain  the  moving  average,  which  should 
be  centered  in  the  second  time  period.  Then  add  the  amounts  for  the  second,  third, 
and  fourth  time  periods  and  divide  by  three.  And  so  on.  Thus: 


Month 

1 

: 

3 

4 

5 

6 

: 

8 

9 
10 
11 
12 


Collections 

$21 
16 
20 
15 

16 
22 
22 
23 
21 
23 
Jo 
22 


Moving  Average  (rounded) 


(21+16+20)  + 

3  = 

19 

(16+20+15)  - 

3  = 

17 

(20+15+16)  + 

3  = 

17 

(15+16+22)  + 

3  = 

18 

(16+22+22)  + 

3  = 

20 

(22+22^23)  - 

3  = 

22 

(22+23-21)  - 

3  = 

22 

(23+21  +  23)  + 

3  = 

22 

(21  +  23+20)  + 

3  = 

:i 

(2.3  +  20+22)  + 

3  = 

22 

For  a  seven-month  moving  average,  add  the  amounts  for  the  first  seven  time 
periods,  divide  b\  seven,  and  center  i,/  the  fourth  time  period.  Then  add  the 
amounts  for  the  second  seven  time  periods,  divide  by  seven,  and  so  on.  A  moving 
average  for  an  even  number  of  time  periods  must  be  placed  off-center  (e.g.,  the 
seventh  month  for  a  twelve-month  moving  average).  Reference:  F.  E.  Croxton  and 
13.  J.  Cowden,  Applied  General  Statistics,  2d  ed.  (New  York:  Prentice-Hall,  Inc.. 
19551. 
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and  irregular  components  can  be 
analyzed,  since  tries'  will  show  up  as 
deviations  from  the  trend.  The  trend 
in  time  series  can  be  estimated  by 
"fitting"  a  straight  line  to  the  time 
series  so  that  the  line  approximates 
the  trend. 

Graphing  the  time  series  and  the 
trend  line.  Although  it  is  preferable 
to  calculate  trend  lines  from  the  ac- 
tual data  in  the  time  series  rather  than 
to  fit  a  trend  line  visually,  it  is  impor- 
tant to  plot  the  time  series  on  graph 
paper.  In  fact,  graphing  each  time 
series  may  be  the  single  most  impor- 
tant part  of  the  analysis.  A  graph  gives 
a  picture  of  the  basic  pattern  of  each 
revenue  source.  It  immediately  calls 
to  attention  major  variations  in  the 
time  series,  and  it  forces  the  analyst 
to  explain  the  revealed  patterns.  The 
graph  can  also  be  used  to  plot  the  cal- 
culated trend  line  so  that  variations 
from  the  trend  line  can  be  analyzed 
and  so  that  the  trend  line  can  be 
projected  to  future  periods.  Figure  1 
is  an  interesting  example  of  such  a 
graph,  which  shows  the  pattern  of 
parking  meter  collections  in  Durham. 
As  stated  previously,  the  graph  re- 
veals a  consistent  downward  trend  in 
parking  meter  receipts  in  a  city  that 
has  experienced  a  decentralization  of 
shopping  and  other  economic  activity 
from  the  central  business  district. 
Variations  from  the  calculated  trend 
line  are  relatively  small,  suggesting 
that  the  underlying  trend  is  very  im- 
portant in  determining  collections 
and  that  cyclical  and  irregular  com- 
ponents have  had  relatively  little  in- 
fluence on  collections.  The  calcu- 
lated trend  line  can  therefore  be  ex- 
pected to  serve  well  as  the  basis  for 
projecting  future  collections.  (Rate 
changes,  of  course,  will  have  to  be 
taken  into  account.) 

Calculating  the  trend   line.   The 

trend  line  can  be  calculated  quickly 
and  simply  from  the  time  series  by 
using  a  short-cut  "least-squares" 
method  (see  the  material  on  page  38 
for  instructions  on  how  to  use  this 
method).  The  least-squares  method 
produces  a  straight  line  that  min- 
imizes the  sum  of  deviations  from 
the  line  and  the  actual  data.  It  pro- 
vides an  estimate  of  the  slope  and 
level  of  the  trend  and  allows  us  to 


calculate  and  plot  future  trend  val- 
ues. But  this  method  must  be  used 
with  judgment  and  discretion  since 
the  calculated  line  does  not  necessar- 
ily produce  a  good  fit  with  the  data 
and  does  not  necessarily  reflect  a  true 
trend.  The  actual  trend  in  the  time 
series  may  be  a  curve  rather  than  a 
straight  line,  or  irregular  influences 
may  produce  such  large  variations 
from  the  calculated  trend  that  the  cal- 
culated trend  is  meaningless. 

A  trend  line  is  defined  by  its  level 
and  slope.  The  level  is  represented 
by  the  calculated  value  of  the  trend 
line  in  a  given  year.  The  slope  rep- 
resents the  change  in  the  time  series 
for  each  period  of  time.  The  slope 
may  be  negative  or  positive,  depend- 
ing on  whether  the  trend  is  down  or 
up.  The  slope  is  the  change  in  the 
calculated  value  of  the  trend  line  for 
each  period.  The  change  will  be  the 
same  for  each  period.  In  the  short-cut 
least-squares  method  the  trend  val- 
ues for  each  year  of  the  time  series 
are  calculated  according  to  the  fol- 
lowing formula: 

Calculated  trend  value  =  level  in 
central  year  +  (slope  x  number  of 
years  from  central  year) 

To  calculate  the  trend  line,  we 
must  (1)  calculate  the  "level  in  cen- 
tral year,"  and  (2)  calculate  the  slope 
of  die  trend  line  (as  explained  in  the 
box  on  page  38).  Calculation  of  the 
trend  values  is  simplest  when  the 
time  series  has  an  odd  number  of 
years.  The  middle  year  then  is  the 
"central"  year.  For  an  even  number 
of  years,  the  "central"  year  is  be- 
tween the  two  central  years,  and  the 
calculations  must  be  adjusted  accord- 
ingly. The  slope  will  be  a  positive  (+ ) 
number  tor  upward  trends  and  a 
negative  (-)  number  for  downward 
trends.  After  the  level  in  the  central 


year  and  the  slope  are  calculated,  one 
can  calculate  the  values  of  the  trend 
line  for  each  year  in  the  time  series 
and  project  the  trend  line  to  future 
years. 

Adjusting  for  trend.  The  least- 
squares  trend  line  can  be  used  to 
project  revenues  into  the  near  future 
as  long  as  there  is  no  reason  to  be- 
lieve that  the  trend  will  change.  Be- 
fore using  the  trend  line  for  this  pur- 
pose, however,  we  will  need  to  know 
how  much  confidence  we  can  place 
in  the  trend  as  a  predictor  of  future 
revenues.  We  also  will  need  to 
analyze  the  contribution  of  cyclical 
and  irregular  components  to  the  be- 
havior of  the  time  series  in  order  to 
adjust  the  projections  according  to 
our  assumptions  about  future  cyclical 
and  irregular  influences.  One  method 
that  can  be  used  for  both  purposes  is 
to  "adjust  the  data  for  trend." 

To  adjust  the  data  for  trend,  the  ac- 
tual data  for  each  year  are  divided  by 
the  calculated  trend  value  for  that 
year  and  multiplied  by  100  to  pro- 
duce the  "percentage  of  trend."  The 
formula  is  as  follows: 


Actual  collectii 


Calculated  trend  value 


x  100  =  Percentage  of  trend 


The  calculation  is  illustrated  in  the 
box  on  this  page. 

The  percentage  of  trend  is  a  useful 
measure  of  the  relative  variation  of 
the  actual  data  from  the  trend  line.  If 
the  percentage-of-trend  values  are  all 
close  to  100  per  cent,  this  suggests 
that  most  of  the  variation  in  actual 
collections  is  due  to  the  underlying 
trend,  and  we  can  have  more  confi- 
dence in  projections  based  on  the 
trend.  On  the  other  hand,  if  the 
percentage-of-trend  values  vary  sig- 
nificantly above  or  below  100  per 
cent,  the  actual  data  are  clearly  being 
influenced  importantly  by  cyclical  or 


Caleu 

at)  on 

of  P 

ercentage 

of  Trend 

Fiscal 
Year 

Actual 
Collections 
(thousands) 

Calculated 
Trend 
Value 

Percentage 
of  Trend 

1971-72 
1972-73 
1973-74 
1974-75 
1975-76 

($142.8 
(   105.8 
(   166.5 
(   173.0 
(  213.9 

+ 

$118.6) 
139.6) 
160.4) 
181.3) 
202.2) 

x  100  = 
x  100  = 
x  100  = 
x  100  = 
x  100  = 

120.4% 

75.8 
103.8 

95.4 
105.8 
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Calculating  and  Plotting  a  Least-Squares  Trend  Line 

The  object  is  to  calculate  a  trend  line  for  the  time  series  for  fiscal  years  1972-73  to 
1976-77  (in  actual  practice  a  longer  period  would  normally  be  used),  plot  the  trend 
line  along  with  the  actual  data,  and  project  the  trend  line  for  fiscal  years  1977-78 
and  1978-79.  The  first  step  is  to  calculate  the  slope  and  level  in  the  central  year. 


Column  (a) 

Column  (b) 

Column  (c) 

Column  (d) 

Column  (e) 

Fiscal 

Collections 

Years  from 

Cross-products 

Years-squared 

Year 

(thousands) 

Central  Year 

(b)  x  (c) 

(c)  x  (c) 

1972-73 

S142.8 

_  2 

-285.6 

4 

1973-74 

105.8 

-1 

-10.5.8 

1 

1974-75 

166.5 

0 

0 

0 

1975-76 

173.0 

+  1 

+ 173.0 

1 

1976-77 

213.9 

+  2 

+  427.8 

4 

Total 

802.0 

+  209.4 

10 

Calculate  the  slope: 

cross-products  total  209.4 

sl"Pe  =  1  .   .   i       -1  -fn 

years-squared  total  10 

Calculate  the  level  in  the  central  year: 


Level  in  central  vear  = 


total  collections 

i ber  of  >  car-. 


20.9 


802.0 


160.4 


Calculate  the  trend  line  and  project  the  trend  line  to  fiscal  years  1977-78  and 
1978-79: 


.\ 

umber 

of 

Fiscal 

Level  in 

Y 

ears  from 

Trend 

Year 

Central  Year 

Ce 

ntral  Y 

jar 

Slope 

Line  Value 

1972-73 

160.4 

+ 

(-  2 

X 

20.9  ) 

= 

118.6 

1973-74 

160.4 

- 

(-  1 

X 

20.9  ) 

= 

139.5 

1974-75 

160.4 

- 

(       0 

X 

20.9  ) 

= 

160.4 

1975-76 

160.4 

+ 

(  +  1 

X 

20.9  ) 

= 

181.3 

1976-77 

160.4 

- 

(  +  2 

X 

20.9  ) 

= 

202.2 

1977-78 

160.4 

+ 

(  +  3 

X 

20.9  ) 

= 

223.1 

1978-79 

160.4 

- 

(  +  4 

X 

20.9  ) 

= 

244.0 

Graph  the  time  series  and  the  trend  line: 

1.  Plot  actual  revenues. 

2.  Plot  the  trend-line  values  for  1972-73  and  1978-79  and  connect  with  a  straight 
line. 

Calculating  a  trend  line  for  an  even  number  of  years  is  similar  except  that  the 
"central  year"  is  between  the  two  central  years.  For  these  two  central  years,  the 
trend-line  values  are  calculated  by  adding  or  subtracting  half  the  value  of  the 
calculated  slope  to  or  from  the  calculated  "level  in  the  central  year." 


Plot  of  Least  Squores  Trend  Line,  Odd  Number  of  Years 


1972-     1973-     1974-      1975-     1976-     1977-    1978- 
73  74  75  76         77  78  79 


irregular  components  in  addition  to, 
or  instead  of,  a  trend,  and  the  trend 
line  will  not  give  us  a  means  for  mak- 
ing trend-line  projections  with  confi- 
dence. 

Adjusting  for  trend  may  be  helpful 
in  analyzing  cyclical  and  irregular 
components.  Besides  analyzing  the 
percentage-of-trend  values  for  each 
year,  it  may  be  helpful  to  graph  them. 
Cyclical  components  will  show  up  as 
high  or  low  percentage-of-trend  val- 
ues during  years  of  expansion  and 
contraction,  respectively.  Major  ir- 
regular components  may  show  up  as 
one-time  deviations. 

Projecting  revenues 

Time-series  analysis  provides  an 
approach  to  understanding  the  trend, 
cyclical,  seasonal,  and  irregular  in- 
fluences on  local  government  rev- 
enues. The  knowledge  that  we  gain 
from  time-series  analysis  can  serve  as 
the  basis  for  projecting  revenues  into 
the  future.  But  a  word  of  caution  is  in 
order.  Time-series  analysis  is  a 
method  for  analyzing  revenues,  and 
the  analysis  can  serve  as  the  basis  for 
making  revenue  projections.  But 
simply  calculating  a  trend  line  and 
projecting  the  trend  line  into  the  fu- 
ture does  not  necessarily  produce  re- 
liable estimates  of  future  revenue. 
Time-series  analysis  must  be  used 
with  good  judgment  and  discretion. 

Analysis  of  trend  is  the  starting 
point  for  projecting  revenues  when 
trend  is  found  to  be  an  important  in- 
fluence. If  it  is  apparent  that  the 
trend  is  an  important  component  of 
the  time  series,  a  study  should  be 
made  of  the  factors  that  account  for 
the  trend.  Fur  example,  the  property- 
tax  base  should  be  analyzed  by  look- 
ing at  the  record  of  changes  in  com- 
ponents of  the  base  in  past  years. 
Trends  in  commercial,  residential, 
and  apartment  construction  should 
be  understood.  Local  population  and 
economic  trends  should  be  analyzed. 
After  the  basic  trend  is  analyzed,  de- 
viations from  the  trend  should  be 
analyzed.  Arc  the  deviations  due  to 
cyclical  influences,  to  changes  in  tax 
law,  or  to  special  events?  How  sensi- 
tive arc  local  revenue  sources  to  the 
business  cycle?  Do  current  collec- 

(continued  on  />.  45» 
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Historically,  the  public  accounting  profession  has 
given  minimal  attention  to  accounting  practices 
used  in  the  governmental  area.  There  have  been 
few,  if  any,  references  to  governmental  accounting 
practices  in  the  profession's  official  pronounce- 
ments. On  the  contrary,  there  were  statements  that 
the  Generally  Accepted  Accounting  Principles 
(GAAP)  were  directed  primarily  to  business  enter- 
prises organized  for  profit. 

However,  the  Municipal  Finance  Officers  As- 
sociation (MFOA)  has  been  actively  interested  in 
the  particular  problems  of  governmental  accounting 
since  1934.  The  MFOA  and  its  companion  organiza- 
tion, the  National  Council  on  Governmental  Ac- 
counting (NCGA),  have  spelled  out  detailed  ac- 
counting procedures  that  government  accountants 
should  follow  in  order  to  meet  various  legal  re- 
quirements. Financial  reports  that  are  prepared  in 
accordance  with  NCGA  guidelines  include  a  large 
volume  of  financial  data  designed  to  meet  legal  re- 
porting requirements  rather  than  the  needs  of  ex- 
ternal users  such  as  security  investors  and  tax- 
payers. 

In  recent  years  more  public  attention  has  been 
focused  on  governmental  financial  reporting.  Two 
reasons  for  this  are:  First,  more  and  more  resources 
have  been  required  by  local  government  each  year, 
with  resulting  increases  in  local  taxes.  Total  expend- 
itures  of  state   and   local   government  increased 
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from  $151  billion  in  1960  to  $433  billion  in  1973. 
Second,  recent  unfavorable  publicity  has  sur- 
rounded the  financial  problems  of  several  large 
cities.  At  the  national  level  this  has  led  members  of 
the  U.S.  Senate  to  introduce  two  bills  to  amend  the 
Securities  Acts.  S  2969  (Williams-Tower  Bill)  would 
amend  the  Securities  Act  of  1934  to  require  issuers 
of  municipal  securities  to  prepare  annual  reports 
and  distribution  statements,  and  S  2574  (Eagleton 
Bill)  would  amend  the  Securities  Act  of  1933  to  pro- 
vide for  the  registration  of  securities  issued  by  state 
and  local  government.  Committees  (the  Subcom- 
mittee on  Securities  of  the  Senate  Banking  Commit- 
tee and  the  Housing  and  Urban  Affairs  Committee) 
held  extensive  hearings  on  the  two  bills  and  a  num- 
ber of  witnesses  testified;  however,  neither  bill 
passed  during  1977. 

Current  principles  and  practices 

The  NCGA  summarized  its  financial  reporting 
guidelines  in  its  1968  publication  titled  Govern- 
mental Accounting,  Auditing  and  Financial  Report- 
ing (GAAFR),  sometimes  referred  to  as  the  "blue 
book."  It  enumerates  thirteen  basic  principles  on 
the  basis  of  fund  accounting  (see  box  on  p.  41).  (A 
fund  is  defined  as  an  independent  accounting  entity 
with  a  self-balancing  set  of  accounts  that  is  used  to 
record  transactions.) 

Because  of  the  diverse  nature  of  governmental 
operations,  GAAFR,  the  "blue  book,"  does  not  rec- 
ommend a  single,  unified  set  of  accounts  for  record- 
ing and  summarizing  the  financial  transactions  of  a 
governmental  unit.  Instead,  it  recommended  eight 
types  of  "funds"  and  two  account  groups  for  munic- 
ipalities: 


Spring  1978  I  39 


General  fund:  to  account  for  general  government 
operations  and  all  financial  transactions  not  ac- 
counted for  in  another  fund. 

Special  revenue  funds:  to  account  for  the  proceeds 
of  specific  revenues  or  to  finance  specific  ac- 
tivities as  required  by  law  or  administrative  regu- 
lation. 

Debt  service  fluids:  to  account  for  the  payment  of 
interest  and  principal  on  long-term  debt. 

Capital  projects  funds:  to  account  for  acquisition  of 
capital  facilities. 

Enterprise  funds:  to  finance  governmental  services, 
the  costs  of  which  are  paid  from  charges  to  users, 
e.g.,  water-sewer  systems. 

Trust  and  agency  funds:  to  account  for  assets  held 
as  trustee  or  agent  for  other  governments,  organi- 
zations, or  persons. 

Intragovernrnental  service  funds:  to  finance  inter- 
nal government  services  such  as  garages  or  motor 
pools. 

Special  assessment  funds:  to  finance  assessments 
for  streets,  etc. 

General  fixed  assets:  to  provide  a  record  of  land. 
buildings,  and  equipment  owned  by  the  unit. 

General  long-term  debt:  to  provide  a  record  of 
long-term  debt  owed  by  the  unit. 

Each  fund  and  account  group  has  its  own  set  of 
self-balancing  accounts,  and  a  report  is  generated 
for  each  separate  fund  and  account  group.  Financial 
reporting  under  GAAFR  requires  that  each  fund 
have  a  balance  sheet,  a  statement  of  operations,  and 
statement  of  changes  in  fund  balance.  Consolidated 
statements  are  not  recommended  because  each 
fund  is  a  completely  independent  entity.  As  a  result 
of  the  proliferation  of  funds,  the  required  financial 
statements  and  supplementary  information  for  a 
large  city  may  exceed  a  hundred  pages. 

Before  1974,  the  American  Institute  of  Certified 
Public  Accountants  (AICPA),  which  sets  standards 
for  the  public  accounting  profession,  had  promul- 
gated few,  if  any,  formalized  principles  or  practices 
in  the  field  of  governmental  accounting.  After  sev- 
eral years  of  study,  the  AICPA' s  Committee  on 
Governmental  Accounting  and  Auditing  in  1974 
published  Audits  of  State  and  Local  Governmental 
Units  (ASLGU)  as  an  industry  audit  guide  for  inde- 
pendent public  accountants.  This  guide  incorpo- 
rated GAAFR  by  reference,  and,  not  surprisingly, 
some  of  the  people  who  had  drafted  GAAFR  were 
also  on  the  AICPA  committee. 

ASLGU  adopted  the  thirteen  basic  principles  of 
GAAFR  by  restating  them  into  seven  combined 
principles  dealing  with: 

(1)   Fund  accounting —  as  discussed  above; 
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(2)  Budgets  and  budgetary  accounting —  first  men- 
tion in  AICPA  literature; 

(3)  Legal  compliance  —  see  paragraph  below; 

(4)  Bases  of  accounting —  see  discussion  below; 

(5)  Fixed  asset  accounting; 

(6)  Long-term  liabilities; 

(7)  Financial  statements. 

Thus,  on  the  one  hand  we  have  GAAFR,  directed 
primarily  to  governmental  finance  officers,  and  on 
the  other  hand  ASLGU,  written  for  independent 
public  accountants  who  audit  local  government  ac- 
counting practices  and  financial  reports.  Since  the 
ASLGU  adapted  the  governmental  accounting  prin- 
ciples from  GAAFR,  there  are  only  minor  differ- 
ences between  the  two.  For  example,  ASLGU  states 
that  when  objectives  of  reporting  legal  compliance 
conflict  with  presentation  in  accordance  with  gen- 
erally accepted  accounting  principles,  generally  ac- 
cepted accounting  principles  are  to  take  precedence 
in  financial  reporting  and  that  legal  compliance  can 
be  met  by  using  supplemental  statements  or  sched- 
ules. GAAFR,  on  the  other  hand,  gives  precedence 
to  legal  compliance. 

In  governmental  accounting,  different  bases  of 
accounting  are  suggested  for  the  different  funds. 
The  term  "modified  accrual  basis,"  according  to 
GAAFR,  means,  in  general,  that  expenditures  are 
recorded  when  liabilities  are  incurred  and  revenues 
are  recorded  when  received  in  cash  (except  for 
material  revenues  such  as  property  taxes).  ASLGU 
states  that  "revenues  are  recorded  as  received  in 
cash  except  for  (a)  revenues  susceptible  (further  de- 
fined as  both  measurable  and  available)  to  accrual; 
and  (b)  revenues  of  a  material  amount  that  have  not 
been  received  at  the  normal  time  of  receipt,  and 
expenditures  are  accrued  as  goods  or  services  are 
received  as  on  a  full  accrual  basis."  ASLGU  also 
provides  alternative  treatment  for  inventory  types 
of  items,  which  may  be  considered  as  expenditures 
either  when  the  item  is  purchased  or  when  it  is 
used. 

Other  minor  differences  between  the  two  publi- 
cations can  be  attributed  to  the  difference  in  the 
readers  being  addressed.  Since  GAAFR  was  written 
for  finance  officers,  much  supplementary  informa- 
tion is  listed  as  desirable  for  financial  reporting. 
ASLGU,  written  for  auditors,  incorporates  the  basic 
statements  but  considers  the  supplementary  infor- 
mation as  optional.  In  addition,  ASLGU  includes  an 
appendix  that  relates  other  accounting  pronounce- 
ments to  governmental  accounting.  In  other  words, 
the  same  basic  principles  are  discussed  and  illus- 
trated from  two  slightly  different  points  of  view. 

Whereas  GAAFR  requires  a  proliferation  of 
statements  in  the  financial  report  to  portray  the 
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1.  A  governmental  accounting  system  must  make  it 
possible: 

(a)  to  show  that  all  applicable  legal  provisions 
have  been  complied  with;  and 

(b)  to  determine  fairly  and  with  full  disclosure 
the  financial  position  and  results  of  financial 
operations  of  the  constituent  funds  and  self- 
balancing  account  groups  of  the  govern- 
mental unit. 

2.  If  there  is  a  conflict  between  legal  provisions  and 
generally  accepted  accounting  principles  applic- 
able to  governmental  units,  legal  provisions  must 
take  precedence.  Insofar  as  possible,  however, 
the  governmental  accounting  system  should  make 
possible  the  full  disclosure  and  fair  presentation 
of  financial  position  and  operating  results  in  ac- 
cordance with  generally  accepted  principles  of 
accounting  applicable  to  governmental  units. 

3.  An  annual  budget  should  be  adopted  by  even' 
governmental  unit,  whether  required  by  law  or 
not,  and  the  accounting  system  should  provide 
budgetary  control  over  general  governmental 
revenues  and  expenditures. 

4.  Governmental  accounting  systems  should  be  or- 
ganized and  operated  on  a  fund  basis.  A  fund  is 
defined  as  an  independent  fiscal  and  accounting 
entity  with  a  self-balancing  set  of  accounts  record- 
ing cash  and/or  other  resources  together  with  all 
related  liabilities,  obligations,  reserves,  and 
equities  which  are  segregated  for  the  purpose  of 
carrying  on  specific  activities  or  attaining  certain 
objectives  in  accordance  with  special  regulations, 
restrictions,  or  limitations. 

5.  The  following  types  of  funds  are  recognized  and 
should  be  used  in  accounting  for  governmental 
operations:  General  Fund,  Special  Revenue 
Funds,  Debt  Service  Funds,  Capital  Project 
Funds,  Enterprise  Funds,  Trust  and  Agency 
Funds,  Intragovernmental  Service  Funds  and 
Special  Assessment  Funds.  In  addition,  separate 
groups  of  accounts  should  be  maintained  for  gen- 
eral fixed  assets  and  long-term  liabilities. 

6.  Every  governmental  unit  should  establish  and 
maintain  those  funds  required  by  law  and  sound 
financial  administration.  Since  numerous  funds 
make  for  inflexibility,  undue  complexity,  and  un- 
necessary expense  in  both  the  accounting  system 
and  the  over-all  financial  administration,  how- 
ever, only  the  minimum  number  of  funds  consis- 
tent with  legal  and  operating  requirements 
should  be  established. 


7.  A  complete  self-balancing  group  of  accounts 
should  be  established  and  maintained  for  each 
fund.  This  group  should  include  all  general 
ledger  accounts  and  subsidiary  records  necessary 
to  reflect  compliance  with  legal  provisions  and  to 
set  forth  the  financial  position  and  the  results  of 
financial  operations  of  the  fund.  A  clear  distinc- 
tion should  be  made  between  the  accounts  relat- 
ing to  current  assets  and  liabilities  and  those  re- 
lating to  fixed  assets  and  liabilities. 

8.  The  fixed  asset  accounts  should  be  maintained  on 
the  basis  of  original  cost,  or  the  estimated  cost  if 
the  original  cost  is  not  available,  or,  in  the  case  of 
gifts,  the  appraised  value  at  the  time  received. 

9.  Depreciation  on  general  fixed  assets  should  not 
be  recorded  in  the  general  accounting  records. 
Depreciation  charges  on  such  assets  may  be  com- 
puted for  unit  cost  purposes,  provided  such 
charges  are  recorded  only  in  memorandum  form 
and  do  not  appear  in  the  fund  accounts. 

10.  The  accrual  basis  of  accounting  is  recommended 
for  Enterprise,  Trust,  Capital  Projects,  Special 
Assessment,  and  Intragovernmental  Service 
Funds.  For  the  General,  Special  Revenue,  and 
Debt  Service  Funds,  the  modified  accrual  basis  of 
accounting  is  recommended.  The  modified  ac- 
crual basis  of  accounting  is  defined  as  that 
method  of  accounting  in  which  expenditures 
other  than  accrued  interest  on  general  long-term 
debt  are  recorded  at  the  time  liabilities  are  in- 
curred and  revenues  are  recorded  when  received 
in  cash,  except  for  material  or  available  revenues 
which  should  be  accrued  to  reflect  properly  the 
taxes  levied  and  the  revenues  earned. 

11.  Governmental  revenues  should  be  classified  by 
fund  and  source.  Expenditures  should  be  clas- 
sified by  fund,  function,  organization  unit,  activi- 
ty, character,  and  principal  classes  of  objects  in 
accordance  with  standard  recognized  classifica- 
tion. 

12.  A  common  terminology  and  classification  should 
be  used  consistently  throughout  the  budget,  the 
accounts,  and  the  financial  reports. 

13.  Financial  statements  and  reports  showing  the 
current  condition  of  budgetary  and  proprietary 
accounts  should  be  prepared  periodically  to  con- 
trol financial  operations.  At  the  close  of  each  fiscal 
year,  a  comprehensive  annual  financial  report 
covering  all  funds  and  financial  operations  of  the 
governmental  unit  should  be  prepared  and  pub- 
lished. 
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legal  differences  among  funds,  commercial  finan- 
cial reports  are  more  concise,  understandable,  and 
similar  regardless  of  industry  or  size  of  the  organiza- 
tion. For  example,  the  financial  reports  of  a  large 
city  might  show  the  following: 


Large  city 

Large  corporation 


Gross 
Revenue 

$    1  billion 
.$31  billion 


Employees     Pages  in 
Report 


50,000 
734,000 


4ZO 

24 


A  corporation  might  use  only  24  pages  to  tell  the 
financial  story  for  its  large,  complex  organization;  a 
city's  financial  report  would  he  more  detailed  and 
force  the  reader  to  wade  through  many  more  pages, 
even  though  its  operation  is  smaller.  Nonetheless,  it 
is  possible  for  government  financial  reports  to  be 
more  brief  and  more  understandable  for  decision- 
makers, investors  in  government  securities,  and  the 
public  at  large. 

Financial  statements  are  the  representations  of 
the  finance  officer  and  the  executive  arm  of  gov- 
ernment. Still,  the  independent  auditor  can  serve  a 
useful  role  in  simplifying  and  clarifying  govern- 
ment financial  statements  and  reports.  Con- 
sequently the  profession  is  at  last  giving  attention  to 
governmental  financial-reporting  practices.  This  at- 
tention has  been  illustrated  by  the  AICPA  audit 
guide  and  other  recent  publications  and  by  the  ex- 
pansion of  government  services  staffs  in  large  CPA 
firms. 

Suggested  changes  in  reporting  practices 

Beginning  with  the  proposed  consolidated  finan- 
cial statements  for  the  federal  government  on 
through  other  government  publications,  the  ac- 
counting profession  seems  to  favor  major  changes  in 
municipal  financial  reporting.  There  is  not  agree- 
ment on  the  extent  of  changes,  but  some  frequent 
suggestions  include: 

(1)  Full  accrual  accounting:  adopting  the  basis  of 
accounting  used  by  industry  for  all  government 
funds.  According  to  full  accrual  accounting,  rev- 
enue is  recorded  in  the  accounts  when  earned 
and  expenses  arc  recorded  when  liabilities  are 
incurred. 

(2)  Integrated  or  consolidated  financial  statements: 
combining  all  the  activities  of  government  into 
one  set  of  statements  rather  than  having  a 
statement  for  each  fund. 

(3)  Depreciation  accounting:  many  assets  owned 
by  cities  are  not  being  depreciated,  and  the  true 
cost  of  services  is  therefore  understated  in  most 
years  and  overstated  in  years  when  equipment 
is  replaced. 


(4)  Realistic  reporting  of  pension  costs:  many  cities 
reflect  only  current  annual  costs  for  pension 
funds,  overlooking  the  past  service  costs  to  be 
funded  and  the  effect  of  changes  in  pension 
benefits. 

(5)  Interim  reporting:  some  cities  issue  financial 
statements  only  annually,  whereas  most  com- 
mercial organizations  issue  periodic  statements 
throughout  the  year. 

We  can  expect  that  the  accounting  profession  and 
others  will  be  discussing  the  concepts,  and  further 
changes  in  governmental  financial  reporting  are  no 
doubt  forthcoming. 

A  primary  reason  for  an  audit  is  that  it  gives  the 
governing  board  an  independent  review  of  the 
unit's  financial  condition  and  an  outside  opinion  of 
the  unit's  accounting  practices.  Some  jurisdictions  re- 
quire an  independent  audit  by  law.  For  example,  in 
North  Carolina,  each  unit  of  local  government  must 
have  its  accounts  audited  each  fiscal  year  by  a  cer- 
tified public  accountant  or  an  accountant  certified 
by  the  Local  Government  Commission.  The  1976 
Federal  Revenue  Sharing  Act  requires  units  of  local 
government  that  receive  revenue-sharing  funds 
after  January  1,  1977,  to  have  an  independent  audit 
at  least  even  three  years. 


Opinion  on  financial  statements 

The  independent  auditor's  traditional  role  has 
been  to  examine  the  financial  statements  and  ac- 
companying accounts  and  records  prepared  by  the 
governmental  unit  and  to  ascertain  whether  these 
statements  clearly  reflect  the  unit's  financial  condi- 
tion. Also,  the  auditor  is  to  determine  whether  the 
financial  statements  have  been  prepared  in  accor- 
dance with  Generally  Accepted  Accounting  Princi- 
ples (GAAP)  as  promulgated  by  the  public  ac- 
counting profession. 

Using  Generally  Accepted  Auditing  Standards 
(GAAS),  the  auditor  reviews  the  financial  state- 
ments and  accounting  data.  These  auditing  stan- 
dards fall  into  three  categories: 

General  standards:  covering  the  required  training, 
independence,  and  professional  care  of  the  au- 
ditor; 
Standards  of  field  work:  covering  the  auditor's  ac- 
tual work  of  inspection,  observation,  inquiry,  and 
confirmation  of  financial  information; 
Standards   of  reporting:    specifying  an   outline   of 
what  the  financial  reports  should  contain. 
When  his  examination  is  complete,  the  indepen- 
dent auditor  is  in  a  position  to  express  his  opinion 
on  the  fairness  with  which  the  statements  present 
financial    position,    results    of    operations,    and 
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changes  in  financial  position  in  accordance  with  ac- 
counting principles  consistently  applied  from  year 
to  year.  The  standard  format  for  the  auditor's  opin- 
ion, which  is  part  of  the  financial  report,  follows 
below: 

We  have  examined  the  financial  statements  of 
the  various  funds  and  account  groups  of  the  City 
of  X  for  the  year  ending  December  31,  19XX.  Our 
examination  was  made  in  accordance  with  gener- 
ally accepted  auditing  standards,  and  accordingly 
included  such  tests  of  the  accounting  records  and 
such  other  auditing  procedures  as  we  considered 
necessary  in  the  circumstances. 

In  our  opinion,  the  aforementioned  financial 
statements  present  fairly  the  financial  position  of 
the  various  funds  and  account  groups  of  the  City 
of  X  at  December  31,  19XX,  and  the  results  of 
operations  of  such  funds  and  the  changes  in  fi- 
nancial position  for  the  year  then  ended,  in  con- 
formity with  generally  accepted  accounting  prin- 
ciples applied  on  a  basis  consistent  with  that  of 
the  preceding  year. 

The  opinion  presented  above  is  also  known  as  the 
unqualified  opinion.  In  some  instances  the  auditor 
may  give  a  qualified  opinion  for  certain  reasons, 
such  as  financial  statements  that  do  not  list  certain 
necessary  items.  In  these  cases  the  exceptions 
should  be  cited  in  the  opinion. 

An  adverse  opinion  is  an  opinion  that  the  finan- 
cial statements  do  not  present  fairly  the  financial 
position,  results  of  operations,  or  changes  in  finan- 
cial position  in  conformity  with  general ly  accepted 
accounting  principles.  This  form  of  opinion  must  be 
used  when  exceptions  are  too  great  to  be  covered  by 
a  qualified  opinion. 

When  the  independent  auditor  finds  too  little 
evidence  to  form  an  opinion  on  the  financial  state- 
ments taken  as  a  whole,  he  should  say  in  his  report 
that  he  is  unable  to  form  an  opinion  on  the  state- 
ments. 

Expanded  auditing 

The  publication  of  Standards  for  Audit  of  Gov- 
ernmental Organizations,  Programs,  Aetivities  and 
Functions  by  the  U.S.  General  Accounting  Office  in 
1972,  focused  attention  on  elements  of  auditing  that 
are  in  addition  to  the  traditional  reporting  on  finan- 
cial conditions.  Many  governmental  audits  included 
legal  compliance  checks  before  1972,  but  the  con- 
cepts of  economy,  efficiency,  and  program  auditing 
were  new  to  most  auditors. 

The  independent  auditor,  by  virtue  of  his  training 
and  by  using  standard  audit  procedures,  already  has 
extensive  background  to  determine  whether  opera- 
tions are  effective  and  whether  resources  are  being 


used  efficiently.  He  also  can  review  the  results  of 
programs  to  determine  whether  results  meet  the  ob- 
jectives of  government  programs. 

The  purpose  of  an  efficiency  and  economy  audit 
is  to  find  out  whether  the  audited  unit  is  using 
more  resources  than  it  really  needs  to  accomplish 
work  or  objectives.  Economy  refers  to  accomplish- 
ment of  a  task  at  least  cost,  or  with  the  least  con- 
sumption of  resources  —  for  example,  the  use  of  two 
men  rather  than  three  to  do  a  job,  the  use  of  200 
square  feet  of  space  rather  than  400  square  feet,  or 
the  use  of  one  motor  vehicle  rather  than  two. 

Efficiency,  on  the  other  hand,  is  the  measure  of 
benefits  attained  with  corresponding  costs.  Effi- 
ciency cannot  exist  if  ineffective  procedures  are 
used,  if  effort  is  duplicated,  or  if  equipment  is  not 
used  to  its  greatest  capacity.  Efficiency  and 
economy  are  both  relative  terms,  and  maximum  po- 
tential is  difficult  to  determine.  Still,  the  goal 
should  be  to  improve  from  present  levels  to  higher 
levels  of  productivity. 

In  conducting  an  efficiency  and  economy  audit, 
the  auditor  needs  to  use  an  orderly  method  similar 
to  the  one  he  is  accustomed  to  using,  but  with  addi- 
tional features.  Generally,  there  is  a  desired  goal  for 
the  program  to  be  audited.  Against  this  criterion,  the 
auditor  can  measure  results  that  have  been 
achieved  using  existing  methods.  If  results  fall  short 
of  the  goal,  then  the  auditor  should  determine  the 
reasons  why  this  has  happened.  Once  the  causes 
have  been  determined,  the  auditor  makes  recom- 
mendations for  corrective  action. 

In  conducting  the  efficiency  and  economy'  audit, 
the  auditor  must  first  identify  the  data  available.  He 
uses  the  same  data  that  government  managers  use  to 
do  their  job.  By  using  interview  and  observation 
techniques,  the  auditor  can  enlist  the  support  of  the 
organization  to  select  areas  where  operating  results 
are  less  than  satisfactory.  (Audit  findings  can  be  de- 
veloped in  conjunction  with  management  and 
should  be  discussed  with  management.) 

Expanded  auditing  is  not  really  new  but  merely  a 
useful  by-product  of  regular  financial  auditing.  The 
auditor's  review  of  financial  information  and  con- 
trols usually  will  suggest  areas  for  expansion  into 
questions  of  economy  and  efficiency.  At  first  the 
auditor  must  use  his  imagination  and  try  different 
approaches.  Later  certain  patterns  will  emerge  for 
further  audit  areas. 

Since  independent  auditors  are  trained  primarily  in 
accounting  and  auditing,  we  could  conclude  that  their 
efforts  should  encompass  only  financial  records,  but 
this  is  not  necessarily  the  case.  An  audit  cannot  be 
covered  by  rigid  specifications;  rather,  it  is  a  profes- 
sional service  requiring  independence,  skill,  and 
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judgment.  An  independent  auditor  should  have  the 
latitude  necessary  to  assure  himself  that  the  records 
are  in  order  and  that  systems  are  functioning  properly. 
When  he  examines  systems  and  the  functioning  of 
systems,  the  independent  auditor  is  in  an  excellent 
position  to  observe  and  report  management  inef- 
ficiencies and  suggest  corrective  actions. 

Review  of  legislation 

Before  he  audits  a  governmental  unit,  the  auditor 
needs  to  become  familiar  with  the  general  statutes 
governing  the  state's  local  governments  as  well  as 
the  provisions  of  charter,  ordinance,  resolutions, 
minutes  of  the  governing  body,  budgets  and  ap- 
propriations, bond  indentures,  and  other  authority 
for  the  unit's  actions.  He  then  is  in  a  position  to  offer 
constructive  comments  concerning  government 
compliance  with  these  legal  sources  —  their  intent 
versus  results  achieved. 


Special  services  and  studies 

The  independent  auditor  can  provide  services  to 
management  that  are  unique  to  the  problems  of 
governmental  administration.  For  example,  he  can 
review  available  sources  of  revenue  and  decide 
whether  all  of  these  are  being  used.  He  can  then 
project  the  effect  of  new  or  increased  sources  to 
help  government  officials  in  seeking  additional 
funds  and  evaluating  alternative  revenue  sources. 

The  auditor  can  help  the  governmental  unit  deter- 
mine whether  the  official  charged  with  collecting 
revenue  is  using  efficient  procedures  to  collect  all 
revenue  that  is  due.  Often  the  revenue  collection 
procedures  are  overlooked  in  favor  of  tightening  up 
on  expenditures.  Obviously,  if  the  revenue  is  not 
collected,  the  unit  will  not  need  to  worry  about  how- 
it  is  spent. 

The  auditor  can  assist  in  identifying  federal  and 
state  grant  revenues  and  the  procedures  and  tilings 
necessary  to  secure  them.  In  order  to  recover  indi- 
rect overhead  costs  chargeable  to  federal  grants,  the 
unit  must  develop  an  indirect  cost-allocation  plan, 
which  might  be  a  by-product  of  the  audit. 

Another  service  can  be  performed  in  the  area  of 
studying  rate  structures  for  government  utilities  and 
services  for  which  user  charges  are  made.  If  a  unit  is 
to  qualify  for  certain  federal  funds  for  wastewater 
treatment,  it  must  develop  user  costs  and  industrial 
cost  rates.  Proper  allocation  of  costs  and  revenues 
will  result  in  more  equitable  charges  for  the  various 
classes  of  utility  customers.  A  review  of  budget  con- 
trols can  help  government  managers  identify  weak- 
nesses that  would  permit  wasteful  expenditures. 


Measurement  of  cost  of  service  versus  revenues  will 
help  management  decide  on  appropriate  levels  of 
services  compared  with  the  cost  of  performing 
them. 

In  specialized  areas  such  as  electronic  data  pro- 
cessing and  actuarial  studies,  some  independent 
public  accounting  firms  have  this  expertise  within 
their  organization  while  others  refer  to  appropriate 
professionals.  Some  firms  also  provide  services  in 
personnel  recruitment  and  training. 

Conclusion 

This  article  has  set  out  to  review  the  basic  princi- 
ples of  governmental  financial  reporting  and  to  give 
an  overview  of  the  varied  services  now  available  to 
local  governmental  units  by  independent  profes- 
sional auditors.  The  profession  appears  eager  to 
make  up  for  lost  time  in  the  expanded  area  of  gov- 
ernmental accounting  and  auditing.  Active  competi- 
tion is  under  way  to  serve  government  clients.  Fi- 
nance directors  and  city  managers  should  investi- 
gate the  auditing  services  available  to  them  and  re- 
view copies  of  the  various  recent  publications  in  the 
field  of  governmental  accounting  for  further  infor- 
mation about  current  discussions  on  municipal  fi- 
nancial reporting  and  auditing.  □ 


SUGGESTED  READINGS 

Committee  on  Governmental  Accounting  and  Auditing.  Audits  of 
State  and  Local  Governmental  Units.  New  York:  American  Insti- 
tute of  Certified  Public  Accountants,  1974. 

Davidson,  Sidney;  Green,  David  O.;  Hellerstein,  Walter;  Madansky, 
Albert;  and  Well,  Roman  L.  Financial  Reporting  by  State  and 
Local  Government  Units.  Chicago:  The  University  of  Chicago, 
1977. 

Financial  Disclosure  Practices  of  the  American  Cities:  A  Pul>lic 
Report.  New  York:  Coopers  &  Lybrand,  1976. 

Hepp,  Gerald  W.  "Governmental  Financial  Statements  —  A  New 
Look,"  The  journal  of  Accountancy  142,  no.  6  (December,  1976), 
60-68. 

Municipal  Finance  Officers  Association.  Disclosure  Guidelines  for 
Offerings  of  Securities  by  State  and  Local  Governments. 
Chicago:  MFOA.  1976. 

National  Committee  on  Governmental  Accounting.  Governmental 
Accounting,  Auditing  and  Financial  Reporting.  Chicago:  Munic- 
ipal Finance  Officers  Association.  1968. 

Patton.  James  M.  "Standardization  and  Utility  of  Municipal  Ac- 
counting and  Reporting  Practices:  A  Survey,  "Governmental  Fi- 
nance 5,  no.  2  (May,  1976).  1.5-20. 

Peyer,  Hal  and  Lonergan,  Gerald.  "Popular  Financial  Reporting  in 
the  Public  Sector,"  Governmental  Finance  5,  no.  2  (May,  1976), 
32^39. 

Public  Financial  Reporting  by  Local  Government.  New  York: 
Touche  Ross  &  Co..  1977. 

Sound  Financial  Reporting  in  the  Public  Sector.  New  \  ork:  Arthur 
Anderson  &  Co.,  1975. 


44  /  Popular  Government 


Budgeting 


(continued  from  />.  10) 

use  it  as  an  accepted  method  of  getting  desired 
results,  benefits  can  be  considerable. 

6.  Can  you  stand  to  make  mistakes  and  recover 
from  them  to  try  again? 

Reasoning:  No  new  system  will  work  well  with- 
out some  modifications  to  fit  the  existing  situa- 
tion. Therefore,  some  old  practices  will  have 
to  be  abandoned  during  the  implementation 
process  in  exchange  for  better  methods.  The 
willingness  to  try  a  technique,  honestly  admit 
that  it  is  a  failure  if  no  desired  results  occur,  and 
then  try  other  techniques  to  seek  the  result  is  an 
essential  element  of  the  innovative  process. 

7.  Are  you  willing  to  abide  by  the  rules  you  set  for 
others  in  implementing  the  process? 


Reasoning:  II  a  new  budget  system  is  set  up,  all 
officers  should  participate  and  have  their  results 
subject  to  the  same  type  of  criteria.  No  one 
shoidd  be  above  the  system  if  it  is  a  valid  one. 

If  the  answer  to  any  of  these  questions  is 
negative,  any  plans  to  make  a  major  change  in  a 
budget  system  should  be  seriously  reconsidered.  □ 
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Operating  Revenues 

(continued  from  p.  31) 

4.  Mass  transit  and  coliseum  fees. 
Only  a  few  large  cities,  those  above 
100,000  in  population  for  mass  transit 
fees  and  those  above  50,000  in  popu- 
lation for  coliseum  fees,  receive  re- 
venue from  these  sources.  Coliseum 
complexes  are  practical  only  in  the 
very  largest  cities  of  the  state,  while 
mass  transit  systems  are  feasible  in 
the  medium-sized  and  larger 
municipalities.   Federal   money   is 


now  available  to  finance  mass  transit 
systems,  and  some  of  the  study's 
municipalities,  that  had  no  mass 
transit  system  in  1974-75  now  do. 

5.  Special  assessments.  Average 
per  capita  revenue  from  this  source  is 
very  minor  for  towns  in  the  500-999 
population  class.  It  grows  to  70  cents 
per  capita  for  municipalities  between 
1,000  and  2,499  in  population  and 
rises  to  about  $1  to  $3  per  capita  for 
the  population  classes  above  2,500. 
Development  in  municipalities 
above  2,500  probably  requires  more 
street-paving  and  more  extensions  of 


water-sewer  lines  for  which  assess- 
ments are  charged  than  develop- 
ment in  municipalities  below  2,500 
in  population. 

6.  Revenue  from  county.  Average 
per  capita  revenue  from  this  source  is 
notably  greater  in  the  population 
classes  above  2,500  than  in  the  two 
below  this  level.  This  difference 
partly  results  from  the  fact  that 
medium-sized  and  larger  munic- 
ipalities provide  services  to  sur- 
rounding county  areas,  for  which 
they  are  reimbursed,  while  the  small- 
er municipalities  do  not.  □ 


Projecting  Revenue 


(continued  from  p.  38) 

tions  suggest  any  changes  from  the 
trend? 

After  the  time-series  components 
have  been  analyzed,  assumptions 
must  be  made  about  the  future. 
Projecting  a  trend  line  into  the  future 
involves  the  implicit  assumption  that 
the  underlying  trend  will  not  change 
and  that  cyclical  or  irregular  factors 
will  not  cause  future  revenue  to  de- 
part significantly  from  the  trend.  The 
assumptions  should  be  explicit.  For 


example,  explicit  assumptions  should 
be  made  about  population  growth, 
the  level  of  economic  activity,  the 
business  cycle  (e.g.,  "the  national 
economy  will  continue  to  recover 
from  the  recession,"  or  "there  will  be 
no  recession  during  the  next  two 
years"),  interest  rates,  new  major  in- 
dustrial firms,  annexations,  and  so 
forth.  It  may  be  advisable  to  have  al- 
ternative assumptions  —  pessimistic 
and  optimistic,  high  and  low,  for 
example  —  and  to  make  different 
projections  according  to  the  alterna- 
tive assumptions.  Analysis  of  each 
major  revenue  source  enables  us  to 
know  what  assumptions  are  neces- 
sary  or  important.   The   projections 


then  follow  according  to  the  assump- 
tions. 

Summary 

The  reader  may  be  disappointed  to 
find  that  no  mathematical,  statistical, 
or  mechanical  methods  have  been 
presented  that  would  enable  him  to 
produce  precise  projections  for  each 
revenue  source.  Unfortunately ,  such 
techniques  do  not  exist.  We  cannot 
produce  adequate  projections  by- 
feeding  data  into  a  computer.  Rather,' 
good  projections  must  rest  on 
thorough  analysis,  good  judgment, 
realistic  assumptions,  and  a  sound 
approach.  □ 
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